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Message From the Chief Accountant

The Office of the Chief Accountant (OCA) is pleased to present the August 2020 edition of the
Bank Accounting Advisory Series (BAAS). The BAAS expresses the OCA’s interpretations of
accounting topics relevant to national banks and federal savings associations (collectively, banks
or institutions, unless otherwise specified). We hope that you find this publication useful and that
it continues to be a practical resource for banks and examiners.

The BAAS is updated annually to address ongoing accounting questions, newly issued
accounting standards, and emerging issues observed through March 31. The 2020 update does
not focus on questions related to the impact of the Coronavirus Disease 2019 (COVID-19) and
does not reflect new policy statements and rules issued in response to COVID-19. COVID-19
policy statements and rules address specific challenges and are not intended to be analogized in
non-COVID-19 situations. New and updated entries to the 2020 BAAS primarily reflect the
OCA’s interpretations related to newly issued accounting standards.

The OCA remains actively engaged in the OCC’s actions to assist banks and their customers in
managing the effects of COVID-19-related economic disruptions. The OCA contributed to
policy statements and new rules that delayed the current expected credit losses (CECL)
standard’s estimated impact on regulatory capital; encouraged banks to work with borrowers
affected by COVID-19-related economic disruptions and clarified when loan modifications are
not considered troubled debt restructurings (TDR); and provided a 30-day grace period to the
deadline for filing the 2020 first-quarter call reports. A comprehensive listing of OCC issuances
related to COVID-19 economic disruptions can be found on the OCC’s COVID-19 website.

We recognize that changing economic conditions and changing accounting standards can be
challenging and create uncertainty. The goal of the BAAS is to provide timely, relevant, and
clear accounting interpretations of generally accepted accounting principles (GAAP) for bankers
and examiners, even when the issues are complex and controversial. If you have comments or
questions related to the BAAS, please contact us at BAAS@occ.treas.gov. If you have comments
or questions on accounting issues arising from COVID-19-related economic disruptions, please
contact us at OCAMail@occ.treas.gov.

Sydney S. Menefee
Deputy Comptroller and Chief Accountant
Office of the Comptroller of the Currency
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About This Edition of the BAAS

This edition reflects Accounting Standards Updates (ASU) issued by the Financial Accounting
Standards Board (FASB) through March 31, 2020. Because many ASUs have different effective
dates for public business entities (PBE) and non-PBEs, we have differentiated staff responses for
new ASUs that have been or may be adopted by banks. Blue text boxes contain staff responses
that were updated to reflect changes to GAAP and should not be read in conjunction with staff
responses that are based on different accounting standards. This edition includes appendix A,
“Newly Issued Accounting Standards,” which describes new ASUs applicable to this edition of
the BAAS and the first call report for which calendar year-end institutions must adopt the ASUSs.

The following questions have been added or updated in the 2020 edition of the BAAS:

Topic 5B Life Insurance and Related Deferred Question 8
Compensation
= Topic 7B Tax Sharing Arrangements Question 5
% Topic 12B  Troubled Debt Restructurings Questions 10 and 11
Topic 12C  Acquired Loans Question 9
Topic 12D ACL Questions 24, 25, and 26
a Topic 1A Investments in Debt and Equity Securities  Question 19
|
I<DT: Topic 5A Other Real Estate Owned Question 31
%S Topic 12D ACL Question 11

As part of our annual review process, we made minor edits to some existing entries. The
abbreviations used in the following sections are spelled out in full in appendix B, “Commonly
Used Abbreviations and Terms.”

The BAAS does not represent rules or regulations of the Office of the Comptroller of the

Currency (OCC). Rather, the BAAS represents the OCA’s interpretations of GAAP based on the
facts and circumstances presented.
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INVESTMENT SECURITIES 1A. Investments in Debt and Equity Securities

Topicl Investment Securities

1A. Investments in Debt and Equity Securities

Question 1

How should a bank account for the unrealized gains or losses on investments denominated in a
foreign currency?

Staff Response

The net unrealized holding gains and losses on AFS investments denominated in a foreign
currency should be excluded from net income and reported in AOCI. The entire unrealized gain
or loss, including both of the portions related to interest rate and foreign currency rate changes, is
accounted for as an unrealized holding gain or loss and reported in the separate component of
stockholders’ equity. Therefore, the income statement effect of foreign currency gains and losses
is deferred until the security is sold.

The gain or loss attributable to changes in foreign currency exchange rates, however, would be
recognized in income, if the investment is categorized as HTM. Banks should follow the
accounting guidance provided in ASC 830 for such investments.

Question 2

What is the appropriate accounting for transfers of debt securities between investment
categories?

Staff Response

In accordance with ASC 320-10-35, transfers between investment categories are transferred at
fair value and accounted for as follows:

e HTM to AFS: The unrealized holding gain or loss at the date of the transfer shall be
recognized in AOCI, net of applicable taxes.

e AFS to HTM: The unrealized holding gain or loss at the date of transfer shall continue to be
reported in AOCI but shall be amortized over the remaining life of the security as a yield
adjustment. This amortization of the unrealized holding gain or loss will offset the effect on
income of amortization of the related premium or discount (see question 4).

e All transfers to the trading category: The unrealized gain or loss at the date of transfer, net
of applicable taxes, shall be recognized in earnings immediately.

e All transfers from the trading category: The unrealized gain or loss at the date of transfer
will have already been recognized in earnings and shall not be reversed.

Bank Accounting Advisory Series 1 August 2020



INVESTMENT SECURITIES 1A. Investments in Debt and Equity Securities

Transfers in and out of the trading category and from HTM to AFS should be rare and could
result in tainting of the portfolio.

Facts A bank purchased a $100 million bond on December 31, 20X1, at par. The bond matures
on December 31, 20X6. Initially, the bond was classified as AFS. On December 31, 20X2, the
bank decides it intends to hold the bond until maturity and transfers the security to the HTM
portfolio. The fair value of the security on the date of transfer is $92 million. The bank has
appropriately determined that the decline in the security’s fair value is not OTTI.

Question 3

How should the bank account for the transfer?
Staff Response

In accordance with ASC 320-10-35-10, at the date of transfer, the bank should transfer the
security at its fair value, $92 million, which becomes the security’s amortized cost. The

$8 million unrealized holding loss on the date of transfer is not recognized in net income but
remains in AOCI. In addition, an unaccreted discount of $8 million offsets the security’s face
amount of $100 million, so the security is reported at its fair value ($92 million) when
transferred.

Under ASC 320-10-35-16, the $8 million discount is accreted to interest income over the
remaining life of the security. In accordance with ASC 320-10-35-10d, the unrealized loss
amount in AOCI is amortized simultaneously against interest income. Those entries offset or
mitigate each other.

For regulatory capital purposes, the unamortized AOCI related to the security is treated in the
same manner as a net unrealized gain or loss on an AFS debt security.

Question 4

Do any restrictions exist on the types of debt securities that may be placed in the HTM category?

Staff Response

Generally, there are few restrictions on how bank management chooses to allocate the securities
in its portfolio among the investment categories. ASC 320 requires that a security, such as an 10
strip, not be accounted for as HTM, if it can be contractually prepaid or otherwise settled, so that
its holder would not recover substantially all of its recorded investment.

Additionally, an institution may not include a convertible debt security as HTM. Convertible

debt bears a lower interest rate than an equivalent security without such a feature, because it
provides the owner with potential benefits from stock price appreciation. Use of this feature,
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INVESTMENT SECURITIES 1A. Investments in Debt and Equity Securities

however, requires the owner to dispose of the debt security before maturity. Accordingly, the
acquisition of such a security implies that the owner does not intend to hold it to maturity.

No restrictions prevent a bank from pledging HTM securities as collateral for a loan. A bank
may also pledge HTM securities in a repurchase agreement if the agreement is not effectively a
sale in accordance with ASC 860.

Question 5

How should banks account for investments in mutual funds?

Staff Response

Mutual funds are generally accounted for as an equity investment in accordance with ASC 321,

even if the mutual fund’s underlying investments are debt securities. Mutual funds are generally
measured at fair value with changes in fair value recognized through net income.

Question 6

How should gains and losses be reported when mutual fund investments are sold?

Staff Response

In accordance with ASC 321, all changes in a mutual fund’s fair value should be reported in
earnings at each reporting date. The sale of a mutual fund generally does not give rise to a gain
or loss except to the extent a bank has not yet recorded the mutual fund’s change in fair value at
the time of sale.

Question 7

When may a bank sell HTM securities and not “taint” the portfolio?

Staff Response

ASC 320 establishes the following “safe harbors” under which HTM securities may be sold
without tainting the entire portfolio:

e Evidence of a significant deterioration in the issuer’s creditworthiness.

e A change in the tax law that eliminates or reduces the tax-exempt status of interest on the
debt security (but not a change in tax rates).

e A major business combination or disposition that necessitates the sale of the securities to
maintain the bank’s existing interest rate risk position or credit risk policy.

e A change in statutory or regulatory requirements that significantly modifies either the
definition or level of permissible investments that may be held.

Bank Accounting Advisory Series 3 August 2020



INVESTMENT SECURITIES 1A. Investments in Debt and Equity Securities

e A significant increase in industry-wide regulatory capital requirements that causes the bank
to downsize.
e Asignificant increase in the risk weights of debt securities for risk-based capital purposes.

There is also a limited exclusion for certain unusual events.

Question 8

What are the ramifications of selling debt securities that have been classified as HTM and that do
not meet any of the safe harbor exemptions set forth in question 7?

Staff Response

A sale outside of the safe harbor exemptions would taint the HTM portfolio. Once a portfolio is
tainted, all remaining securities in the existing HTM portfolio must be transferred to the AFS
category. In addition, future purchases of securities may not be classified as HTM. After the
tainting, judgment is required in determining when circumstances have changed such that
management can assert with a greater degree of credibility that it now has the intent and ability
to hold debt securities to maturity. The SEC staff expressed the view in the past that the tainting
period for sales or transfers of HTM securities that do not meet any of the safe harbor
exemptions should be two years.

Because AFS securities are carried at fair value in the financial statements, the transfer of tainted
HTM securities would result in an unrealized holding gain or loss, net of applicable taxes, at the
date of transfer. Unrealized holding gains or losses should be included in AOCI, a component of
stockholders’ equity, as long as the losses do not represent OTTI.

In addition, ASC 320 requires certain disclosures for sales or transfers of securities out of the
HTM category. Specifically, the amortized cost, realized or unrealized gain or loss, and
circumstances leading to the sale or transfer of HTM securities must be disclosed in the bank’s
financial statements. For call report purposes, the amortized cost of securities sold or transferred
from the HTM category should be included on Schedule RC-B, Memoranda.

Facts A bank sells a portion of its investment securities that were included in the HTM
portfolio. The securities were sold to gain additional liquidity.

Question 9

Would this sale of securities from the HTM portfolio taint the remaining securities in the
portfolio?

Staff Response

Yes. Except for the safe harbor exceptions stated in question 8, transfers out of the HTM
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INVESTMENT SECURITIES 1A. Investments in Debt and Equity Securities

portfolio taint the portfolio. Sales for liquidity reasons are excluded from the ASC 320 safe
harbor exceptions. As a result, the HTM portfolio would be considered tainted as of the sale date.

Facts In anticipation of converting from a taxable corporation to Subchapter S status, a bank
sells some tax-exempt municipal securities that had been included in the HTM portion of the
investment portfolio. The bank sold the securities because it no longer benefits from the tax-free
status of the municipal securities, and the individual shareholders do not need the tax-exempt
income.

Question 10

Does the sale of these securities taint the entire HTM portfolio?

Staff Response

Yes. Selling securities from the HTM portfolio because of a change in tax status of the bank to
Subchapter S is not one of the safe harbor exceptions included in ASC 320. Although ASC 320
does provide an exception for changes in tax law that eliminate or reduce the tax-exempt status
of interest, this exception does not extend to changes in the tax status of the bank. Accordingly,
the HTM portfolio is tainted.

This change resembles a change in tax rates more than a change in tax law. Therefore, it is not
covered by the safe harbor exceptions in ASC 320.

Facts A bank purchases trust preferred securities using its legal lending limit authority.

Question 11

Should these securities be reported as loans or securities on the bank’s financial statements?

Staff Response

The trust preferred securities should be classified and reported as securities on the bank’s
financial statements, including call reports. The legal means for acquiring the security is not
relevant for the accounting treatment. The financial statement classification is governed by
GAAP, not the legal authority under which the assets are purchased. The trust preferred
securities are debt securities subject to the accounting requirements of ASC 320.

Facts In 20X1, Bank A purchased $10 million in 30-year trust preferred securities from the
Trust of Bank Holding Company B (BHC B). These securities have a fixed distribution (interest)
rate, quarterly payment dates, and a fixed maturity date. In accordance with ASC 320, Bank A
has classified these assets as AFS debt securities.
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INVESTMENT SECURITIES 1A. Investments in Debt and Equity Securities

The Trust exists for the sole purpose of investing in junior subordinated deferrable interest
debentures of BHC B. Accordingly, the ability of the Trust to pay the quarterly distribution is
based solely on BHC B’s ability to pay interest on the debentures. Interest on the debentures is
paid quarterly, unless deferred by BHC B. The agreements allow BHC B to defer interest
payments on the debentures for a period of up to 20 consecutive quarters without creating a legal
default. If the interest payments on the debentures are deferred, the distribution payments on the
trust preferred securities are also deferred, without creating a legal default. The payments,
however, are cumulative.

During 20X4, BHC B began experiencing financial difficulties. Consequently, in June 20X4,
BHC B announced that the interest payment on the debentures and the Trust’s distribution
payment on the trust preferred securities scheduled for July 31 would be deferred. These
payments will be deferred for the last two quarters of 20X4. Resumption of payments in 20X5 is
dependent upon BHC B returning to profitable operations. Further, the trust preferred securities
are publicly traded and selling at a discount in excess of 25 percent of par value.

Question 12

Should the accrual of interest income be discontinued on the trust preferred securities that are not
paying scheduled interest payments but are not in legal default according to the terms of the
instrument?

Staff Response

Bank A should discontinue the accrual of income on its investment in the trust preferred
securities and include the securities as a nonaccrual asset on Schedule RC-N of the call report.
Previously accrued interest should be reversed.

In this case, both the 20X4 third-quarter and fourth-quarter distribution (interest) payments will
not be made because of the financial condition and operating losses of BHC B. Payments may
resume in 20X5, but only if BHC B becomes profitable. Accordingly, there is no assurance that
Bank A will receive these or future payments. Therefore, it meets the criteria for nonaccrual
status set forth in the call report instructions.

While it is true that a legal default has not occurred, the staff believes that interest should not be
accrued on an asset that is impaired or when the financial condition of the borrower is troubled.

Although the nonaccrual policies of the banking agencies are not codified in GAAP, they are
followed by financial institutions in the preparation of their financial statements. This has
resulted in these policies being considered an element of GAAP even though they are not
specifically included in the accounting literature.

Further, the trust preferred securities are classified by Bank A as AFS and are currently trading at

a substantial discount from par. Therefore, in addition to the uncertainty about the collection of
the income, concern exists about recovery of the principal.
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INVESTMENT SECURITIES 1A. Investments in Debt and Equity Securities

Question 13

Does the decline in value in the trust preferred securities raise any other issues?

Staff Response

The issue of whether the impairment in the trust preferred securities should be considered OTTI
must be addressed. See Topic 1B for further discussion of OTTI.

Facts A bank affected by major-category hurricanes (category 4 storms such as Hurricanes
Katrina and Rita) sells investment securities that were classified as HTM to meet its liquidity
needs.

Question 14

Will the bank’s intent to hold other investment securities to maturity be questioned?

Staff Response

Under normal circumstances, the sale of any HTM investment would call into question a bank’s
intent to hold its remaining HTM investments to maturity. ASC 320-10-25 indicates that events
that are isolated, nonrecurring, and unusual for the reporting enterprise that could not be
reasonably anticipated, however, may cause an enterprise to sell or transfer an HTM security
without necessarily calling into question its intent to hold other HTM debt securities to maturity.
ASC 320-10-25 specifically states that extremely remote disaster scenarios should not be
anticipated by an entity in deciding whether it has the positive intent and ability to hold a debt
security to maturity. Accordingly, in this situation the sale of any HTM investment security
would not necessarily call into question the bank’s intent to hold its remaining HTM investment
securities until maturity.

Question 15

Should a bank account for its FHLB (or FRB) stock as an equity investment?

Staff Response

No. Although FHLB (or FRB) stock is an equity interest in a FHLB (or FRB), the stock does not
have a readily determinable fair value because its ownership is restricted and there is no actively
traded market. FHLB (or FRB) stock can only be sold to the FHLB (or FRB) or to another
member institution at its par value. In addition, the equity ownership rights represented by FHLB
(or FRB) stock are more limited than those for a public company due to regulatory oversight and
approval in the budgeting process and payout of dividends.
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INVESTMENT SECURITIES 1A. Investments in Debt and Equity Securities

Question 16

How should a bank account for investments in FHLB and FRB stock?

Staff Response

Investments in FHLB and FRB stock should be accounted for in accordance with ASC 942-325-
35. FHLB and FRB stock should be carried at cost and evaluated for impairment based on the
bank’s expectation of the ultimate recoverability of the stock’s par value. Dividend income on
FHLB stock should be reported as other interest income in the call report when the dividend is
declared. Banks may accrue dividends on FRB stock when and if they are entitled to receive
them in accordance with Regulation I, 12 CFR 209.4(e). Dividend income on FRB stock should
be reported as other interest income in the call report as it is earned and accrued.

Facts A bank owns common stock in a company that provides IT services to banks. The
recorded investment in the common stock is $145,000, and it is accounted for under the cost
method. Recently, the bank purchased an additional $100,000 in common stock, which increased
the bank’s ownership interest from 13 percent to 22 percent. The bank has concluded that its
ownership now allows it to exert significant influence over the investee as defined in

ASC 323-10. Due to the increase in ownership, the bank is now required to change its accounting
for this equity investment from the cost method to the equity method.

Question 17

Is the bank required to apply the equity method retroactively to the date of the original
investment?

Staff Response

No. In accordance with ASC 323-10-35-33, on the date the bank obtains the ability to exert
significant influence over an investee, the bank is required to change to the equity method of
accounting. The change is made prospectively, and the previous cost basis of the asset is
increased by the amount of the additional investment purchased. The bank would increase the
cost basis from $145,000 to $245,000 and apply the equity method of accounting in subsequent
periods.

Question 18

How should a bank account for premiums and discounts on securities?

Staff Response

Premiums and discounts generally should be accounted for as adjustments to the yield of the
security. ASC 310-20-35-18 generally requires institutions to follow the interest method when
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INVESTMENT SECURITIES 1A. Investments in Debt and Equity Securities

amortizing a premium or accreting a discount on a security. A premium must be amortized, and a
discount must be accreted, from the date of purchase to the maturity date, not an earlier call date,
unless the security meets the exception described in question 19.

Question 19

What are the exceptions to the use of the maturity date when amortizing premiums or accreting
discounts on securities?

Staff Response

There are two exceptions in GAAP to using the maturity date for amortizing premiums and
accreting discounts.

1. ASC 310-20-35-26 permits banks to consider prepayments (including the probability that
issuers will exercise their call options) on holdings of similar debt securities for which
prepayments are probable and the timing and amount of prepayments can be reasonably
estimated. In practice, MBSs and CMOs generally are prepayable instruments and
institutions can reasonably estimate the amount of prepayments. For securities that meet the
conditions of ASC 310-20-35-26, banks may consider estimates of prepayments in
determining the appropriate amortization period for the premium or discount.

2. ASC 310-20-35-33 requires banks to amortize premiums on debt securities that are callable
at fixed prices and on preset dates to the earliest call date, unless the first exception is applied
(refer to #1 of this staff response). The premium to be amortized to the earliest call date is the
amount by which the amortized cost exceeds the amount repayable at the earliest call date.
To illustrate, assume a bank purchases a $100 par bond for $105. The bond can be called on a
preset date at $102. Under this exception, the bank would amortize $3 from the purchase date
to the earliest call date, as that is the difference between the $105 purchase price and the
$102 call price. If not called (provided there is not a subsequent call date), the remaining $2
premium is amortized to the bond’s remaining contractual maturity date.

Facts A bank purchased a CMO tranche, classified as HTM, that has moderate prepayment risk.
The acquisition price includes a premium over par. Prepayment estimates have been considered
in establishing the constant yield rate under ASC 310-20-35-26.

Question 20

If the underlying mortgages that collateralize this CMO experience prepayments at a rate
significantly different from the estimated rate, how should the difference be accounted for?

Staff Response

The bank should calculate a new effective yield on the investment to reflect the actual
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INVESTMENT SECURITIES 1A. Investments in Debt and Equity Securities

prepayment results and anticipated future prepayments. The net investment in the CMO should
be adjusted to the amount that would have existed had the new amortization rate (effective yield)
been applied since acquisition of the CMO. The investment should be adjusted to the new
balance with a corresponding charge or credit to the current period’s interest income. This
method is commonly referred to as the “retroactive” method. The “prospective” method, which
amortizes the adjustment into the yield over the remaining life of the security, is not consistent
with ASC 310-20-35-26.

Facts A bank acquired an equity security without a readily determinable fair value and elected
to account for the investment at cost minus impairment in accordance with ASC 321-10-35-2.

In the current period, the bank identified a third-party transaction that occurred in a prior period
in which an identical equity security traded in excess of the bank’s cost basis. Although the
transaction occurred in a prior period, information about the trade was not observable to the bank
until the current reporting period. The bank deemed the transaction to be orderly. The bank’s
research did not reveal any other observable price changes in this security or a similar one.

As of the reporting date, the bank also made a qualitative assessment considering impairment
indicators to evaluate whether the security was impaired and determined the security was not
impaired.

Question 21

How should the bank account for its equity security as of the reporting date?

Staff Response

The bank should report the equity security at the reporting date at the security’s estimated fair
value, using the last known transaction, and net of any impairment identified. Changes in the
recorded value of the equity security are recorded in net income in the current period.

When an observable price change is identified in an orderly transaction for an identical or similar
security, the bank must use this transaction to adjust its equity security to fair value. The bank
should adjust the cost basis for the observable price change, less any identified impairment, and
record the offsetting adjustment in net income. This amount becomes the new cost basis for the
security.
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INVESTMENT SECURITIES 1B. Other-Than-Temporary Impairment

1B. Other-Than-Temporary Impairment

For banks that have adopted ASU 2016-13
In June 2016, the FASB issued ASU 2016-13, “Financial Instruments — Credit Losses
(Topic 326): Measurement of Credit Losses on Financial Instruments.” See appendix A for
more information, including effective dates, on the ASU.

See Topic 12A for questions and answers regarding expected credit losses on both HTM and
AFS securities.

Question 1

What is OTTI?

Staff Response

An investment security is impaired if the fair value is less than the amortized cost. ASC 320
requires institutions to determine whether the impairment is other-than-temporary. OTTI occurs
when the investor does not expect to recover the entire cost basis of the investment security. As a
holder of an investment in a security for which changes in fair value are not regularly recognized
in earnings (such as securities classified as AFS and HTM), the bank must determine whether to
recognize a loss in earnings when the investment is impaired.

Question 2

Does other-than-temporary mean permanent?

Staff Response

No. The staff believes that the FASB consciously chose the phrase “other-than-temporary”
because FASB did not intend that the test be “permanent impairment,” as has been used
elsewhere in the accounting literature. Specific facts and circumstances dictate whether OTTI
recognition is appropriate. Therefore, this determination should be made on a case-by-case basis.
The staff believes that “other-than-temporary” should be viewed differently than the absolute
assurance that “permanent” impairment implies. This response is consistent with

ASC 320-10-599.

Question 3

What factors indicate that impairment may be other-than-temporary for a debt security classified
as AFS or HTM?
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Staff Response

In certain cases, the OTTI determination for a debt security will be straightforward. For example,
impairment would generally be considered other-than-temporary if the investor has the intent to
sell, it is more likely than not the investor will be required to sell before the anticipated recovery,
or the issuer of the security defaults.

Outside of these situations, management must evaluate impairment based on the specific facts
and circumstances surrounding the security. The following are examples of factors that should be
considered for debt securities, as described in ASC 320. This list is not meant to be all inclusive.
Some factors are

e the length of time and the extent to which the fair value has been less than the amortized cost
basis.

e adverse conditions specifically related to the security, an industry, or a geographic area (for
example, changes in the financial condition of the issuer of the security, or in the case of an
asset-backed debt security, in the financial condition of the underlying loan obligors).

e the historical and implied volatility of the fair value of the security.

e the payment structure of the debt security (for example, nontraditional loan terms) and the
likelihood of the issuer being able to make payments that increase in the future.

o failure of the issuer of the security to make scheduled interest or principal payments.

e any changes to the rating of the security by a rating agency.

e recoveries or additional declines in fair value subsequent to the balance sheet date.

Question 4

What additional expectations exist for bank management in the assessment and documentation of
OTTI for debt securities?

Staff Response

Banks should consider the following when evaluating and documenting whether impairment of
debt securities is other-than-temporary:

e Banks should apply a systematic methodology for identifying and evaluating fair value
declines below cost that includes the documentation of all factors considered.

e Once a debt security is in an unrealized loss position, banks must consider all available
evidence relating to the realizable value of the security and assess whether the decline in
value is other-than-temporary.

e The longer the debt security has been impaired and the greater the decline in value, the more
robust the documentation should be to support a conclusion of only temporary impairment
and not OTTI.

e Banks should not infer that debt securities with declines of less than one year are not other-
than-temporarily impaired or that declines of greater than one year are automatically other-
than-temporarily impaired. An other-than-temporary decline could occur within a very short
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time, or a decline in excess of a year might still be temporary.
e A market price recovery that cannot reasonably be expected to occur within an acceptable
forecast period should not be included in the assessment of recoverability.

Question 5

May impairment of a debt security be deemed other-than-temporary even if the bank has not
made a decision to sell the debt security?

Staff Response

Yes. ASC 320-10-35-33 states that an investor should recognize an impairment loss when the
impairment is deemed other-than-temporary even if a decision to sell the debt security has not
been made.

Facts A bank holds an AFS debt security whose fair value is less than amortized cost. Bank
management has determined, based on facts and circumstances, that the decline in fair value is
other-than-temporary.

Question 6

How should the bank record OTTI for the debt security?

Staff Response

It depends. If the bank intends to sell the debt security or if it is more likely than not the bank
will be required to sell the debt security before recovery of its amortized cost basis, the bank
should recognize a loss in earnings for the entire difference between the debt security’s
amortized cost basis and its fair value at the balance sheet date.

If the bank does not intend to sell the debt security and it is not likely that the bank will be
required to sell the debt security before recovery of its amortized cost basis, the bank shall
separate the decline in value into the following two components:

e The amount representing the credit loss (also referred to as the credit component).
e The amount related to all other factors (also referred to as the noncredit component).

The amount of OTTI related to the credit component is recognized in earnings. The amount of
the OTTI related to the noncredit component is recognized in AOCI, net of applicable taxes.

The previous amortized cost basis less the OTTI impairment recognized in earnings becomes the
new amortized cost basis of the investment. Subsequent recoveries in fair value of the debt
security are not immediately reflected in net income. The amortized cost basis of the impaired
debt security, however, will be adjusted for accretion and amortization as described in
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question 14 included in this topic.

Question 7

How should a bank calculate the credit component of the OTTI for a debt security?

Staff Response

ASC 320-10-35-33D states that one way to estimate the credit component of the OTTI would be
to consider the impairment methodology described in ASC 310-10-35. In general,

ASC 310-10-35 measures impairment as the excess of the asset’s recorded balance over the
present value of expected future cash flows discounted at the asset’s effective interest rate. Other
methodologies may be used if they represent reasonable measurements of credit impairment.

Facts ASC 325-40 does not apply to beneficial interests in securitized financial assets that have
both of the following characteristics: (1) are of high credit quality and (2) cannot be contractually
prepaid or settled so that the investor does not recover substantially all of the recorded
investment.

Question 8

What is meant by securitized financial assets that are of “high credit quality”?

Staff Response

ASC 325-40 provides examples of the securities that are of “high credit quality,” such as
securities that are guaranteed by the U.S. government, its agencies, or other creditworthy
guarantors, and loans or securities that are collateralized to ensure that the possibility of credit
loss is remote. As such, it appears the standard intended assets to be deemed of “high quality”
only when the likelihood of loss was remote. The SEC staff has interpreted securities of “high
credit quality” to be those rated AA or above.

Question 9
Is there a different OTTI measurement for beneficial interests in securitized financial assets that
meet the scope of ASC 325-40 and thus are “not of high credit quality” and can be contractually

prepaid or settled so that the investor does not recover substantially all of the recorded
investment?

Staff Response

No. Institutions with beneficial interests in securitized financial assets within the scope of
ASC 325-40 should apply the OTTI measurement framework prescribed in ASC 320-10-35-18.
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Question 10

If OTTI measurements now follow the requirements of ASC 320-10-35, why is there still a need
for ASC 325-40?

Staff Response

ASC 325-40 is needed because guidance on interest income recognition remains applicable.

Question 11

Do market conditions affect the requirement to account for certain securities at fair value and
assess the presence of OTTI?

Staff Response

No. Bank management is required to account for certain securities at fair value and assess OTTI
on a quarterly basis for call report purposes. Bank management must estimate fair value by using
observable market data to the extent available or otherwise make assumptions that a market
participant would use in assessing fair value as required by ASC 820-10. Fair value accounting is
discussed further in Topic 11D.

Question 12

How is OTTI on a debt security reflected in a bank’s financial statements and call reports?

Staff Response

In the income statement, banks must present the total amount of OTTI that has been recorded
during the period, the portion of the loss recognized in AOCI (non-credit component for debt
securities), and the portion of loss recognized in earnings. As an example, the following
presentation may be made:

Total OTTI losses $ XXX
Portion of loss recognized in AOCI XX)
Net impairment loss recognized in earnings $ XXX

Additionally, when reporting the total amount of AOCI, the bank must separately disclose the
amounts related to AFS securities and HTM debt securities.

Question 13

After an OTTI loss has been recorded for a debt security, the security has a new cost basis. How
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is the debt security accounted for in subsequent periods?

Staff Response

The subsequent accounting for a debt security with OTTI depends on whether it is classified as
HTM or AFS.

For HTM debt securities, the amount of OTTI recorded in AOCI should be accreted from AOCI
to the amortized cost of the security. This transaction does not affect net income. Accretion of
amount in AOCI will continue until the security is sold, matures, or suffers additional OTTI.

For AFS debt securities, subsequent increases or decreases in fair value will be reflected in
AQCI, as long as the decreases are not further OTTI losses. The difference between the new cost
basis of the AFS debt security and the cash flows expected to be collected will be accreted into
interest income as long as the security is not placed on nonaccrual. (See question 16.)

Question 14

When should a bank place a debt security on nonaccrual status and therefore not accrete or
amortize the discount or reduced premium created through the OTTI write-down?

Staff Response

GAAP does not address when a holder of a debt security would place a debt security on
nonaccrual status or how to subsequently report income on a nonaccrual debt security. Banks
should apply its nonaccrual policies and regulatory guidance in determining when a debt security
should be placed on nonaccrual status.

Facts A bank holds a debt security that has an amortized cost basis of $100 and is currently
trading in the active market at $70. The bank determined that the debt security is other-than-
temporarily impaired in accordance with GAAP, as of the reporting date. The fair value as of the
reporting date is the market quote of $70. The bank holds approximately 25 percent of the entire
debt security issuance. The sale of the bank’s holdings would affect the market pricing on the
debt securities, because of the market’s inability to readily absorb the volume of securities being
traded.

Question 15

May the bank consider the volume of securities being held in the determination of fair value?

Staff Response

No. Consistent with ASC 820-10, the best evidence of fair value is quoted market prices of an
individual security in an active market. Although the sale of all the bank’s holdings could affect
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the market pricing, an adjustment of fair value or a valuation adjustment due to the size of an
entity’s holdings (i.e., a “block discount™) is not permitted under GAAP.

Facts Two severe hurricanes, Hurricane Katrina and Hurricane Rita (the hurricanes), caused
severe damage to certain Gulf Coast areas late in the third quarter of 2005.

Question 16

How should banks holding municipal bonds from issuers in the areas of a major hurricane on
which fair value is less than the amortized cost, assess these bonds for OTTI to prepare their
quarterly call reports?

Staff Response

Under GAAP, when the fair value of a municipal bond has declined below its amortized cost, the
bank holding the bond must assess whether the decline represents an “other-than-temporary”
impairment. When making the OTTI assessment, banks should apply relevant OTTI guidance,
including ASC 320-10-35.

If a bank decided before the end of the quarter that it would sell a municipal bond after quarter-
end and management did not expect the fair value of the bond, which is less than its amortized
cost, to recover before the expected time of sale, a write-down for OTTI should be recognized in
earnings in the bank’s quarterly financial statements. Otherwise, management should consider all
information available before filing this report when assessing hurricane-affected municipal bonds
for OTTI. If the bank determined the impairment on the bond was other-than-temporary, but it
did not intend to sell the bond and it was not likely it would be required to sell the bond, the
portion of the decrease in value attributed to credit loss should be recognized in earnings, and the
change related to all other factors (i.e., the non-credit component) should be recognized in AOCI,
net of applicable taxes.

In each subsequent reporting period, banks should continue to assess whether any declines in fair
value below amortized cost of these municipal bonds are other-than-temporary.

Question 17

Should banks record OTTI on mortgage-backed securities with subprime exposure or other
affected securities when there are adverse market conditions?

Staff Response

Measuring and recording OTTI is based on the specific facts and circumstances. Consistent with
OTTI guidance, the staff believes that banks should review their securities portfolios at each
reporting date and determine if write-downs are required in the current period. For example, if
the bank determines that the cause of the decline in a security’s value is a result of a ratings
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downgrade attributable to significant credit problems with the issuer, generally that decline
would be considered other than temporary, and that loss should be recorded in the current period.

Question 18

How does one determine whether a fair value adjustment to an 10 strip represents OTTI?
Staff Response

Institutions should follow the guidance in ASC 320-10-35-18 to determine whether fair value
adjustments incurred on an 10 strip are considered to be other-than-temporary. If the timing and

amount of cash flows is not sufficient to recover the cost basis of the 10 strip, OTTI is
considered to have occurred and the 10 strip should be written down to fair value.
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Topic2 Loans

2A. Troubled Debt Restructurings

For banks that have adopted ASU 2016-13
In June 2016, the FASB issued ASU 2016-13, “Financial Instruments — Credit Losses
(Topic 326): Measurement of Credit Losses on Financial Instruments.” See appendix A for
more information, including effective dates, on the ASU.

See Topic 12B for questions and answers regarding TDRs that have different staff
interpretations under Topic 326.

Question 1

What is a TDR?

Staff Response

Under GAAP, a modification of a loan’s terms constitutes a TDR if the creditor for economic or
legal reasons related to the debtor’s financial difficulties grants a concession to the debtor that it
would not otherwise consider. The concession could either stem from an agreement between the
creditor and the debtor or be imposed by law or a court. Accounting guidance for TDRs is
included in ASC 310-40.

Not all modifications of loan terms, however, automatically result in a TDR. For example, if the
modified terms are consistent with market conditions and representative of terms the borrower
could obtain from other sources, the restructured loan is not a TDR. If, however, a concession
(e.g., below-market interest rate, forgiving principal, or forgiving previously accrued interest) is
granted based on the borrower’s financial difficulty, the TDR designation is appropriate.

If a modification meets the definition of a TDR in accordance with ASC 310-40, the TDR loan
must be measured for impairment under ASC 310-10-35. Banks should have policies and
procedures in place to identify and evaluate loan modifications for TDR designation.

With the exception of loans accounted for at fair value under the fair-value option and loans
modified within a pool accounted for under ASC 310-30, TDR accounting rules apply to all
types of restructured loans HFI.

Question 2

What are some examples of modifications that may represent TDRs?
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Staff Response
The following are some examples of modifications that may represent TDRs:

e Reduction (absolute or contingent) of the stated interest rate for the remaining original life of
the debt.

e Extension of the maturity date or dates at a stated interest rate lower than the current market
rate for new debt with similar risk.

e Reduction (absolute or contingent) of the face amount or maturity amount of the debt as
stated in the instrument or other agreement.

e Reduction (absolute or contingent) of accrued interest.

e Payment deferral

Said another way, the modification is a TDR if the borrower cannot go to another lender and
qualify for and obtain a loan with similar modified terms.

Question 3

If the modification is a TDR, is the loan impaired?

Staff Response

Yes. TDR loans are impaired loans. A loan is impaired when, based on current information and
events, it is probable that an institution will be unable to collect all amounts due, according to the
original contractual terms of the loan agreement. Usually, a commercial loan that underwent a
TDR already would have been individually evaluated and identified as impaired, with
impairment measured under ASC 310-10-35.

Loans whose terms have been modified in TDR transactions should be measured for impairment
in accordance with ASC 310-10-35. This includes loans that were originally not subject to that
standard before the restructuring, such as individual loans that were included in a large group of
smaller-balance, homogeneous loans collectively evaluated for impairment (i.e., retail loans).

For a TDR loan, all amounts due according to the contractual terms means the contractual terms
specified by the original loan agreement, not the contractual terms in the restructuring
agreement. Therefore, if impairment is measured using an estimate of the expected future cash
flows, the interest rate used to calculate the present value of the cash flows is based on the
original effective interest rate on the loan, and not the rate specified in the restructuring
agreement. The original effective interest rate is the original contractual interest rate adjusted for
any net deferred loan fees or cost or any premium or discount existing at the origination or
acquisition of the loan.
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Facts Borrower A cannot service his $100,000 loan from the bank because of his financial
difficulties. On June 1, the loan is restructured, with interest of 5 percent payable annually for the
first two years and a final payment of $105,000 (principal plus interest at 5 percent) required at
the end of the third year. The 5 percent interest rate is below the current market rate of 12 percent
for new customers meeting the bank’s underwriting criteria. Borrower A is expected to make two
interest-only payments of $5,000 each and, due to continued poor performance, a final payment
of $95,000.

The present value of the expected payments under the restructured terms, discounted at
10 percent (the original effective interest rate), is approximately $80,000. The loan is not
collateral dependent, nor does it have an observable market price.

Question 4

How should a bank account for this restructuring?

Staff Response

This modification of terms should be accounted for as a TDR in accordance with ASC 310-40.
Given the facts and circumstances, impairment should be measured in accordance with

ASC 310-10-35 based on the present value of the expected future cash flows discounted at the
effective interest rate of the original loan. In this example, the measure of impairment is the
difference between the present value of the expected payments (approximately $80,000) of the
restructured loan, discounted at the loan’s original effective interest rate, and the recorded
investment ($100,000) in the loan, or approximately $20,000.

Facts Consider the same facts as question 4, except that Borrower A transfers the collateral to a
new borrower (Borrower B) not related to Borrower A. The bank accepts Borrower B as the new
debtor. The loan with Borrower B provides for interest-only payments of 5 percent for two years
and a final payment of $105,000 (principal plus interest at 5 percent) at the end of the third year.
The fair value of the loan, discounted at a current market interest rate of 12 percent, is $83,200.

Question 5

How should a bank account for this restructuring?

Staff Response

ASC 310-40-40 requires that the receipt of a loan from a new borrower be accounted for as an
exchange of assets. Accordingly, the asset received (new loan) is recorded at its fair value
($83,200 in this example). In question 4, which involves a modification of terms, the impairment

is recorded through a valuation allowance, whereas here a loss of $16,800 (i.e., the $100,000
recorded investment in the old loan less the $83,200 fair value of the new loan), to the extent it is

Bank Accounting Advisory Series 21 August 2020



LOANS 2A. Troubled Debt Restructurings

not offset against valuation allowance, is recognized in earnings.

Facts A bank makes a construction loan to a real estate developer. The loan is secured by a
project of new homes. The developer is experiencing financial difficulty and has defaulted on the
construction loan. To assist the developer in selling the homes, the bank agrees to give the home
buyers permanent financing at a rate that is below the market rate being charged to other new
home buyers.

Question 6

Must a loss be recorded on the permanent loan financings to the home buyers?

Staff Response

Yes. The bank is granting a concession it would not have otherwise considered because of the
developer’s financial condition. Therefore, this transaction is a TDR. Furthermore, it represents
an exchange of assets. The permanent loans provided to the home buyers must be recorded at
their fair value. The difference between fair value and recorded investment in the loan satisfied is
charged to the ALLL.

Facts Assume that the real estate developer described in question 6 has not yet defaulted on the
construction loan. The developer is in technical compliance with the loan terms. Because of the
general problems within the local real estate market and specific ones affecting this developer,
however, the bank agrees to give the home buyers permanent financing at below-market rates.

Question 7

Must a loss be recorded on these permanent loan financings?

Staff Response

Yes. Even though the loan is not in default, the staff believes that the concession was granted
because of the developer’s financial difficulties. ASC 310-40-15-20 states that a creditor may
conclude that a debtor is experiencing financial difficulty even though the debtor is not currently
in payment default.

Therefore, this restructuring would be accounted for as an exchange of assets under the

provisions of ASC 310-40. Again, the permanent loans provided to the home buyers must be
recorded at their fair value.
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Facts A borrower owes the bank $100,000. The debt is restructured because of the borrower’s
precarious financial position and inability to service the debt. In partial satisfaction of the debt,
the bank accepts preferred stock of the borrower with a face value of $10,000 but with only an
estimated $1,000 fair value. The bank agrees to reduce the interest rate from 10 percent to

5 percent on the remaining $90,000 of debt. The present value of the modified combined
principal and interest payments due over the next five years, discounted at the effective interest
rate in the original loan agreement, is $79,000.

Question 8

How should the bank account for this transaction?
Staff Response

Securities (either equity or debt) received in exchange for cancellation or reduction of a troubled
loan should be recorded at fair value. The recorded amount of the debt ($100,000) is reduced by
the fair value of the preferred stock received ($1,000). Any impairment in the remaining
recorded balance of the restructured loan would be measured according to the requirements of
ASC 310. In this case, the securities have a fair value of $1,000, but the bank has reduced the
amount owed by the borrower by $10,000 ($100,000 original value less $90,000 of remaining
debt). The additional $9,000 reduction in the amortized cost basis of the loan should be recorded
as a loss and charged-off.

At the time of the restructuring, an allowance of $11,000 should be established through a
provision for credit losses. This represents the difference between the $90,000 remaining
amortized cost basis and the $79,000 present value of the expected future payments, discounted
at 10 percent (the original effective interest rate). Additional allowance may be necessary to the
extent the bank does not expect to collect all of the contractual amounts due under the
restructured loan agreement.

Facts A $10 million loan is secured by income-producing real estate. Cash flows are sufficient
to service only a $9 million loan at a current market rate of interest. The loan is on nonaccrual.
The bank restructures the loan by splitting it into two separate notes. Note A is for $9 million, is
collateral dependent, and carries a current market rate of interest. Note B is for $1 million and
carries a below-market rate of interest. The bank charges off all of Note B but does not forgive it.
Question 9

May the bank return Note A to accrual status?

Staff Response

Yes, but only if all of the following conditions are met:
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e The restructuring qualifies as a TDR as defined by ASC 310-40. In this case, the transaction
is a TDR, because the bank granted a concession it would not consider normally, a below-
market rate of interest on Note B.

e The partial loan charge-off is supported by a good faith credit evaluation of the loan(s). The
charge-off should also be recorded before or at the time of the restructuring. A partial charge-
off may be recorded only if the bank has performed a credit analysis and determined that a
portion of the loan is uncollectible.

e The ultimate collectibility of all amounts contractually due on Note A is not in doubt. If such
doubt exists, the loan should not be returned to accrual status.

e There is a period of satisfactory payment performance by the borrower (either immediately
before or after the restructuring) before the loan (Note A) is returned to accrual status.

If any of these conditions is not met, or the terms of the restructuring lack economic substance,
the restructured loan should continue to be accounted for and reported as a nonaccrual loan.

Question 10

What constitutes a period of satisfactory performance by the borrower?

Staff Response

ASC 942-310-35 requires some period of performance for loans to troubled countries. The staff
generally believes this guidance should also apply to domestic loans. Accordingly, the bank
normally may not return Note A to accrual status until or unless this period of performance is
demonstrated, except as described in question 11.

Neither ASC 942-310-35 nor regulatory policy, however, specify a particular period of
performance. This will depend on the individual facts and circumstances of each case. Generally,
we believe this period would be at least six months for a monthly amortizing loan.

Accordingly, if the borrower was materially delinquent on payments before the restructure but
shows potential capacity to meet the restructured terms, the loan would likely continue to be
recognized as nonaccrual until the borrower has demonstrated a reasonable period of
performance; again, generally at least six months (removing doubt as to ultimate collection of
principal and interest in full).

If the borrower does not perform under the restructured terms, the TDR probably was not
appropriately structured, and it should be recognized as nonaccrual. In this case the decision
regarding accrual status would be based solely on a determination of whether full collection of
principal and interest is in doubt.

Question 11

The previous response indicates that performance is required before a formally restructured loan
may be returned to accrual status. When may a restructured loan be returned to accrual status
without performance?
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Staff Response

The staff continues to believe that evidence of performance under the restructured terms is one of
the most important considerations in assessing the likelihood of full collectibility of the
restructured principal and interest. In rare situations, however, the TDR may coincide with
another event that indicates a significant improvement in the borrower’s financial condition and
ability to repay. These might include substantial new leases in a troubled real estate project,
significant new sources of business revenues (i.e., new contracts), and significant new equity
contributed from a source not financed from the bank. A preponderance of this type of evidence
could obviate the need for performance or lessen the period of performance needed to assure
ultimate collectibility of the loan.

Question 12

Given that evidence of performance under the restructured terms will likely be relied upon to
determine whether to place a TDR on accrual status, may performance before the restructuring
be considered?

Staff Response

Performance before the restructuring should be considered in assessing whether the borrower can
meet the restructured terms. Often the restructured terms reflect the level of debt service that the
borrower has already been making. If this is the case, and the borrower will likely be able to
continue this level of performance and fully repay the new contractual amounts due, continued
performance after the restructuring may not be necessary before the loan is returned to accrual
status.

Question 13

How would the absence of an interest rate concession on Note B affect the accrual status of
Note A?

Staff Response

If the bank does not grant an interest rate concession on Note B nor make any other concessions,
the restructuring would not qualify as a TDR. Accordingly, ASC 310-40 would not apply.

In substance, the bank has merely charged down its $10 million loan by $1 million, leaving a
$9 million recorded loan balance. The remaining balance should be accounted for and reported
as a nonaccrual loan. Partial charge-off of a loan does not provide a sufficient basis by itself for
restoring the loan to accrual status.

Furthermore, the bank should record loan payments as principal reductions as long as any doubt

remains about the ultimate collectibility of the recorded loan balance. When that doubt no longer
exists, interest payments may be recorded as interest income on the cash basis.
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Question 14

Assume the bank forgives Note B. How would that affect the accounting treatment?

Staff Response

Forgiving debt is a form of concession to the borrower. Therefore, a restructuring that includes
the forgiveness of debt would qualify as a TDR and ASC 310-40 would apply. It is not necessary
to forgive debt for ASC 310-40 to apply, as long as some other concession is made.

Question 15

Assume that Note B was not charged off but was on nonaccrual. How would that affect the
accrual status and call report TDR disclosure for Note A?

Staff Response

Because the restructured loans are supported by the same source of repayment and collectibility
is in doubt (cash flows can only service $9 million), both loans would be reported on nonaccrual.
Additionally, because the interest rate on Note B was below a market rate, both notes would be
reported in the TDR disclosures on the call report.

Facts Assume, as discussed in question 15, that Note B was not charged off before or at the
time of restructuring. Also, expected cash flows will not be sufficient to repay Notes A and B at
a market rate. The cash flows would be sufficient to repay Note A at a market rate.

Question 16

When appropriate allowances, if necessary, have been established for Note B, would Note A be
reported as an accruing market-rate loan and Note B as nonaccrual?

Staff Response

No. Even after a TDR, the two separate recorded balances are supported by the same source of
repayment and should not be treated differently for nonaccrual or TDR disclosure. Both loans
must be disclosed as nonaccrual, unless the combined contractual balance and the interest
contractually due are expected to be collected in full.

Facts A bank negotiates a TDR on a partially charged-off real estate loan. The borrower has
been unable to make contractually owed payments, sell the underlying collateral at a price
sufficient to repay the obligation fully, or refinance the loan. The bank grants a concession in the
form of a reduced contractual interest rate. In the restructuring, the bank splits the loan into two
notes that require final payment in five years. The bank believes that market conditions will
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improve by the time the loan matures, enabling a sale or refinancing at a price sufficient to repay
the restructured obligation in full. The original interest rate was 9 percent.

Note A carries a 9 percent contractual interest rate. Note B, equal to the charged- off portion,
carries a 0 percent rate. Note A requires that interest be paid each year at a rate of 5 percent, with
the difference between the contractual rate of 9 percent and the payment rate of 5 percent
capitalized. The capitalized interest and all principal are due at maturity. Additionally, interest on
the capitalized interest compounds at the 9 percent rate to maturity.

Question 17

If the borrower makes the interest payments at 5 percent as scheduled, may Note A be on accrual
status?

Staff Response

No. The terms of the restructured loan allow for the deferral of principal payments and
capitalization of a portion of the contractual interest requirements. Accordingly, these terms
place undue reliance on the balloon payment for a substantial portion of the obligation.

Generally, capitalization of interest is precluded when the creditworthiness of the borrower is in
question. Other considerations about the appropriateness of interest capitalization are

e whether interest capitalization was included in the original loan terms to compensate for a
planned temporary lack of borrower cash flow.
e whether similar loan terms can be obtained from other lenders.

In a TDR, the answer to each consideration is presumed to be negative, absent objective
evidence to the contrary. First, the bank, in dealing with a troubled borrower, must overcome the
doubt associated with the borrower’s inability to meet the previous contractual terms. To do this,
objective and persuasive evidence must exist for the timing and amount of future payments of
the capitalized interest.

In this case, the repayment of the capitalized interest is deferred contractually until the
underlying loan is refinanced or sold. A refinancing, or sale at a price adequate to repay the loan,
was not possible at the time of restructuring. The bank has offered no objective evidence to
remove the doubt about repayment that existed before the restructuring. It is relying solely on a
presumption that market conditions will improve and enable the borrower to repay the principal
and capitalized interest. Accordingly, the timing and collectibility of future payments of this
capitalized interest are uncertain.

Second, the temporary lack of cash flow is generally a reason for a TDR. The capitalization of

interest was not provided for in the original loan terms. Finally, the concession was granted
because of the borrower’s inability to find other market financing to repay the original loan.
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Some loans, such as this example, are restructured to reduce periodic payments by deferring
principal payments, lengthening the amortization term relative to the loan term, and/or
substantially reducing or eliminating the rate at which interest contractually due is periodically
paid. These provisions create or increase the balloon payment significantly. Sole reliance on
those types of payments does not overcome the doubt as to full collectibility that existed before
the restructuring. Other evidence should exist to support the probability of collection before
return to accrual status.

In this example, the conditions for capitalization of interest were not met, and sole reliance for
the full repayment was placed on the sale/refinancing. Accordingly, Note A should be
maintained on nonaccrual status. To the extent that the recorded principal remains collectible,
interest may be recognized on a cash basis.

Facts A bank restructures a loan by forgiving a portion of the loan principal due and charging it
off. Additionally, the bank requires that, should the borrower’s financial condition recover, the
borrower pay a sum in addition to the principal and interest due under the restructured terms.

Question 18

For the restructured loan to be eligible for return to accrual status, must the contingent payment
also be deemed fully collectible?

Staff Response

No. Contingent cash payments should not be considered in assessing the collectibility of amounts
contractually due under the restructured terms.

Facts A $10 million loan is secured by income-producing real estate. As a result of a previous
$1 million charge-off, the recorded balance is $9 million. Cash flows are sufficient to service
only $9 million of debt at a current market rate of interest. The loan is classified as nonaccrual
and is restructured. The bank protects its collateral position, however, by restructuring the loan
into two separate payment “tranches,” rather than two separate notes. Tranche A requires

$9 million in principal payments and carries a current market rate of interest. Tranche B requires
$1 million in principal payments and carries a below-market rate of interest.

Question 19

May the bank return Tranche A to accrual status?

Staff Response

The use of one note with two payment tranches, instead of two separate notes, does not prevent
Tranche A from being returned to accrual status, as long as it meets the conditions set forth in the
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staff response to question 9.

Facts A bank has a commercial real estate loan secured by a shopping center. The loan, which
was originated 13 years ago, provides for a 30-year amortization with interest at the prime rate
plus 2 percent. Two financially capable guarantors, A and B, each guarantee 25 percent of the
debt.

The shopping center lost its anchor tenant two years ago and is not generating sufficient cash
flow to service the debt. The guarantors have been providing funds to make up the shortfall.
Because of the decrease in the cash flow, the borrower and guarantors asked the bank to modify
the loan agreement. The bank agrees to reduce the interest rate to prime, and in return, both
guarantors agreed to increase their guarantee from 25 percent to 40 percent each. The guarantors
are financially able to support this guarantee. Even with the increased guarantee, however, the
borrower could not have obtained similar financing from other sources at this rate. The fair value
of the shopping center is approximately 90 percent of the current loan balance.

Question 20

Should the modification be reported as a TDR because only the interest rate was reduced?

Staff Response

ASC 310-40 states that a restructuring of a debt is a TDR if a creditor, for economic or legal
reasons related to the debtor’s financial difficulties, grants a concession that it would not
otherwise consider. This may include a reduction of the stated interest rate for the remaining
original life of the debt. No single characteristic or factor taken alone, however, determines
whether a modification is a TDR.

The following factors, although not all inclusive, may indicate the debtor is experiencing
financial difficulties:

Default or, in the absence of a modification, default in the foreseeable future
Bankruptcy

Doubt as to whether the debtor will continue as a going concern

De-listing of securities

Insufficient cash flows to service the debt

Inability to obtain funds from other sources at a market rate for similar debt to a non-troubled
borrower

In this case, the borrower was experiencing financial difficulties, because the primary source of
repayment (cash flows from the shopping center) was insufficient to service the debt, without
reliance on the guarantors. Further, it was determined that the borrower could not have obtained
similar financing from other sources at this rate, even with the increase in the guarantee
percentage. The capacity of the guarantor to support this loan may receive favorable

Bank Accounting Advisory Series 29 August 2020



LOANS 2A. Troubled Debt Restructurings

consideration when determining loan classification or allowance provisions. Because the
borrower was deemed to be experiencing financial difficulties and the bank granted an interest
rate concession it normally would not consider, this restructuring would be a TDR.

Facts A bank made a $95 million term loan with a maturity of June 2006 to a power company
in 2001. The loan was secured by all of the property, plant, and equipment of the power plants
and had an estimated fair value of $98 million. Under the terms of the note, periodic interest
payments were required. Principal payments were based on a cash-flow formula.

The power plants did not generate sufficient cash flows in 2002 or 2003 to fully service the
interest payments. The parent company of the power company funded the deficiencies in 2002
and 2003. In April 2004, the power company failed to make the required interest payment
because of its inability to generate sufficient cash flows. Principal payments, based on the
contractual cash-flow formula, had not been required in any period between 2001 and 2004.

In July 2004, the parent paid $10 million of the principal, plus all outstanding interest and fees,
thereby bringing the loan fully current. This reduced the outstanding loan balance from

$95 million to $85 million. The loan was then restructured and the remaining $85 million was
split into two notes.

¢ Note A is for $45 million, with interest at current market rates. Periodic interest payments are
required, and the principal is due at maturity in 2010. The bank received a first lien on the
collateral. The bank maintained this note on accrual status.

¢ Note B is for $40 million, with interest at current market rates capitalized into the loan
balance. All principal and interest are due at maturity in 2010. The bank received a second
lien on the collateral. This loan was placed on nonaccrual status.

The parent agreed (and has the ability) to inject $4 million in new equity into the power company
in July 2005 and July 2006 to pay the required interest on Note A for two years. While the
company continues to experience net losses in 2005, it is expected that cash flows will be
sufficient to cover interest by the third quarter of 2006. Further, the parent has indicated that it
will continue to cover interest payments on Note A until the company can generate sufficient
cash flows. In addition, the fair value of the collateral is estimated at $98 million at the time of
restructuring, exceeding the combined principal amount of the restructured notes by
approximately $13 million.

Question 21
Should this restructuring be accounted for as a TDR?
Staff Response

Yes. ASC 310-40 states that the restructuring of a debt is a TDR if a creditor for economic or
legal reasons related to the debtor’s financial difficulties grants a concession that it would not
otherwise consider. The company was experiencing financial difficulties, as demonstrated by the
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default on the interest payments. Further, while there was no forgiveness of interest or principal,
a concession was granted by extending the maturity date and by agreeing to capitalize interest on
Note B.

Question 22

Should both Notes A and B be on a nonaccrual status?

Staff Response

Not necessarily. While the nonaccrual rules would normally require that both notes be on
nonaccrual status, Note A has a unique structure and financial backing that distinguishes it from
most restructured loans. Although both notes are supported by the same cash flows and secured
by the same collateral, these unique structural differences result in different conclusions for each
note regarding the appropriateness of interest accrual. These structural differences also result in a
different conclusion than was reached in certain of the previous examples in this topic.

The parent paid $10 million (plus interest and fees) to bring all past-due amounts current and has
demonstrated the intent and ability to continue to support the power company by its commitment
to inject $4 million capital into the company in 2005 and 2006. The parent also indicated that
additional financial support would be provided, as necessary. This capital injection and future
support is sufficient to meet all required payments on Note A. Further, the previous actions of the
parent sufficiently demonstrate its intent to support the borrowing and the parent has the ability
to support the borrowing going forward. In addition, after the $10 million payment by the parent,
the collateral value exceeds all current outstanding balances by approximately $13 million and
exceeds the balance of Note A by approximately $53 million. Based on these factors, the
collection of all principal and interest is deemed reasonably assured for Note A. Accordingly,
accrual status is appropriate for Note A.

Facts A borrower has a revolving line of credit of $35 million that is fully drawn and a term
loan in the amount of $28 million with the bank. Payments are current, but the loans are in
default because of major financial covenant violations. Further, there is serious concern
regarding the borrower’s ability to continue to make payments in accordance with the terms of
the loans. Accordingly, both loans have been placed on a nonaccrual status.

The credit line is restructured into a new revolving line of credit of the same amount at an
interest rate of prime plus 3 percent. The rate and terms are considered to be at market terms and
do not involve a concession. Further, the line of credit is considered to be both fully collectible
and fully secured.

The term loan is restructured into two new term loans, Loan X and Loan Y.
Loan X matures in three years and has an interest rate of the prime rate plus 3 percent. It requires

periodic principal payments during the second and third years and a balloon payment at maturity.
The repayment structure is not uncommon for this type of loan and is considered to be at market
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terms. Repayment capacity and collateral are considered sufficient to assure repayment of the
loan.

The second loan, Loan Y, provides for a below-market interest rate. It also matures in three years
but does not require principal or interest payments until maturity. The terms of this loan are
considered concessionary, because of the below market interest rate and the repayment terms.
Accordingly, the restructuring of the original term loan is considered a TDR. Further, given that
the borrower’s repayment capacity and collateral are considered inadequate to repay any portion
of this loan, the loan is deemed uncollectible and should be charged off.

After a sufficient period of satisfactory payment performance on the revolving line of credit and
Loan X, the lender expects to return those two loans to accrual status.

Question 23

What factors should be considered before returning the revolving line of credit and Loan X to
accrual status?

Staff Response

This restructuring would be analyzed using the A/B structure described in the previous examples.
In this case, the collectibility of the revolving line and Loan X is not in doubt, and Loan Y is the
uncollectible charged-off portion.

Consistent with the previous question 10, the revolving line of credit and Loan X may be
returned to accrual status when there has been a period of satisfactory payment performance by
the borrower. In this situation, however, Loan X does not require principal payments during the

first year. Accordingly, consideration should be given to whether the borrower can continue
making the required payments of principal and interest after the first year.

Question 24

Does the revolving line of credit and Loan X have to be senior to Loan Y (i.e., a
senior/subordinated structure) for the performing loans to be returned to accrual status?

Staff Response

No. A senior/subordinated structure is not required for the revolving line of credit and Loan X to
be returned to accrual status.

Question 25

How should any payments received on Loan Y, the charged-off loan, be accounted for?

Bank Accounting Advisory Series 32 August 2020



LOANS 2A. Troubled Debt Restructurings

Staff Response

Recoveries related to Loan Y would not be recorded until the recorded loans (the revolving line
and Loan X) are either paid off or returned to accrual status. Until then, any payments received
for Loan Y would be applied to the revolving line of credit and Loan X.

Question 26

When determining an appropriate ALLL, how should a bank measure impairment on TDR
loans?

Staff Response

ASC 310-40 requires a bank to measure impairment on all TDRs, including retail and
commercial TDRs, in accordance with ASC 310-10-35.

When measuring impairment on an individual basis under ASC 310-10-35, a bank must choose
one of the following methods:

e The present value of expected future cash flows discounted at the loan’s effective interest
rate (i.e., the contractual interest rate adjusted for any net deferred loan fees or costs,
premium, or discount existing at the origination or acquisition of the loan).

e The loan’s observable market price.

e The fair value of the collateral, if the loan is collateral dependent.

For call report purposes, a bank must use the fair value of collateral method if the loan is
collateral dependent. ASC 310-10-35 also requires the use of the fair value of collateral method
if foreclosure is probable.

Question 27

How is the effective interest rate determined when measuring impairment of a TDR loan?

Staff Response

The effective interest rate of a loan is the rate of return implicit in the original loan. That is, the
contractual interest rate adjusted for any net deferred loan fees or costs, premium, or discount
existing at the origination or acquisition of the loan. The effective interest rate represents the
bank’s expected yield over the contractual life of the loan upon its origination or acquisition, and
is the discount rate used to measure impairment using the present value of expected future cash
flows method. It is inappropriate to use the teaser or introductory rate as the effective interest
rate. The effective interest rate is not based on the interest rate charged under the modified terms
of the loan.
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If a loan’s contractual interest rate varies based on subsequent changes in an independent factor,
such as an index or rate (for example, the prime rate, the LIBOR, or the U.S. Treasury bill rate
weekly average), the loan’s effective interest rate may be calculated based on the factor as it
changes over the life of the loan or be fixed at the rate in effect at the date the loan meets the
impairment criteria. The method used shall be applied consistently for such loans. Further,
projections of future changes in the factor should not be considered when determining the
effective interest rate or estimate of expected future cash flows.

Question 28

How should expected future cash flows be estimated when the present value of expected future
cash flows method is appropriate to measure impairment of TDR loans?

Staff Response

The estimate of expected future cash flows (timing and amount) should be based on reasonable
and supportable assumptions and projections.

The key assumptions the bank should consider include, but are not limited to, prepayments,
defaults, loss severity, and recoveries. If applicable, the bank should also consider the estimated
timing and amount of cash flows expected from collateral disposition net of estimated costs to
sell. The assumptions should be developed with greater weight placed on assumptions supported
by verifiable, objective evidence.

For practical reasons and as allowed in ASC 310-10-35, expected future cash flows for smaller-
balance homogeneous TDRs (generally retail loans) could be estimated on a pooled basis for
impairment measurement if the loans within the pool share common risk characteristics. When
aggregating loans with common risk characteristics and using the present value of expected
future cash flows to measure impairment, the bank may use historical statistics, such as average
recovery period and average amount recovered, along with a composite effective interest rate.
Given the unique characteristics of TDR loans, some historical statistics, such as prepayment
rates for performing loans, may not be a reasonable basis for projecting expected future cash
flows on TDRs. Borrowers granted TDRs are likely to have reduced ability and financial
incentive to prepay because, by definition, they have experienced financial difficulty and were
provided a concession (implying more favorable loan terms than those available in the open
market).

When estimating expected future cash flows for TDR loans, the bank needs to consider all
available current information, including existing “environmental” factors (e.g., industry,
geographical, economic, and political factors) that are relevant and affect the loan collectibility.

Question 29

Can a TDR be collateral dependent immediately following the loan modification (on day 1)?
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Staff Response

Yes. A TDR can be collateral dependent at the time of or immediately after the loan
modification. A loan is collateral dependent if repayment of the loan is expected to be provided
solely by the underlying collateral and there are no other available and reliable sources of
repayment. A modified loan requiring only a nominal monthly payment from the borrower with
no support that the borrower can repay the recorded loan balance may result in a loan that
ultimately is repaid only through the liquidation of the underlying collateral. Management
judgment of a borrower’s specific facts and circumstances is required to determine if this is the
case.

If the facts and circumstances indicate that the borrower does not have the ability to repay the
modified loan or if the terms of the loan are based on future, uncertain events, the loan may be
deemed collateral dependent at the time of modification. As the critical terms of the modified
loan (such as repayment of the recorded loan balance) extend over longer periods of time, there
IS more uncertainty in estimating the timing and amount of cash flows associated with the loan.
If the borrower does not have the current capacity to repay the recorded loan balance, the
likelihood of the loan being collateral dependent increases.

If the TDR is determined to be collateral dependent, the amount of confirmed loss (i.e., the
amount deemed uncollectible) should be charged against the ALLL in a timely manner.

Question 30

Is it possible to have a group of originated loans or acquired loans that were not impaired at
acquisition in which the entire pool is deemed to be collateral dependent at the time of TDR
modification?

Staff Response

It is possible to have a pool of impaired residential mortgage loans that is collateral dependent at
the time of TDR modification. As each new TDR is underwritten and executed, the loan must be
reviewed for collateral dependency. If the impaired loan is determined to be collateral dependent
at the time of the modification, the loan may be placed in a pool of other collateral-dependent
loans that share similar risk characteristics. In that case, the pool of loans may be collateral
dependent. If the collateral-dependent determination is not made at the time of the modification
on a loan-by-loan basis or the loan pools do not sufficiently segment collateral dependent loans
from those that are not collateral dependent, it is not appropriate to deem the entire pool of loans
as collateral dependent. The loan pool must be further segmented to properly account for the
collateral-dependent loans separately from other loans in the pool that are not collateral
dependent.

Question 31

How is the ALLL amount for TDRs established under ASC 310-10-35?
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Staff Response

If the ASC 310-10-35 measurement of a TDR is less than the recorded investment in the loan,
impairment is typically recognized by adjusting the existing ALLL for the difference with a
corresponding charge to “Provision for loan and lease losses.”

Question 32

Should retail loans that are TDRs be placed on nonaccrual status and reported on call report
Schedule RC-N?

Staff Response

It depends. If the bank does not expect payment in full of both principal and interest, then the
loan may be put on nonaccrual status. If the loan is carried on nonaccrual status, it is reported in
RC-N. Banks may apply other alternative methods of evaluation, however, for retail loans to
assure that the bank’s net income is not materially overstated. For example, banks may establish
an “interest and fee” contra asset or valuation allowance against the accrued interest receivable
reported in other assets. If that method is used, the loans would not be included as nonaccrual
loans in RC-N, but the methods being used should assure that the bank is not overstating interest
income. If the loans are not placed on nonaccrual status, however, and are past due 30 days or
more and still accruing under their modified terms, they should be included in RC-N in the
appropriate past-due column (i.e., 30 through 89 days or 90 days or more, as appropriate).

Facts In 2005, a 2/28 hybrid adjustable rate mortgage loan is made to a borrower with an initial
rate of 5 percent and a scheduled reset to LIBOR plus 2 percent as of September 1, 2007. In
August 2007, while the loan is still at the initial rate of 5 percent, the lender becomes aware that
the borrower cannot make payments at the reset rate. As of August 2007, LIBOR is 6 percent, so
the loan’s interest rate is expected to increase to 8 percent. Because of the borrower’s financial
difficulty, the bank agrees to modify the terms of the loan at a fixed rate of 6 percent until
maturity, which is below the current market rate for a loan in this risk category.

Question 33

Is it acceptable for the bank to use the 5 percent initial rate as the effective interest rate to
calculate the present value of the modified terms of this loan?

Staff Response

No. The impairment analysis as required by ASC 310-10-35 should reflect the “concession”
made (i.e., the lost interest), because this interest rate modification results in the loan being
considered a TDR. The effective interest rate for calculating the present value of the modified
terms is not the 5 percent initial rate. Instead, the effective interest rate should be a blend of the
5 percent rate over the term of the initial period and the scheduled 8 percent reset rate for the
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remaining 28 years of the loan. In addition, shortcut methods may be used for the original
effective rate calculation that may not result in a material difference from the blended rate (e.g., a
bank may decide to use the full reset rate of 8 percent).

With respect to the reset rate, ASC 310-10-35 does not allow projected changes in the
independent factor, in this case LIBOR, to be considered in calculating the effective interest rate;
thus, the 8 percent rate during the reset period is the current LIBOR, 6 percent, plus 2 percent.

Facts Bank X has a fixed-rate mortgage from Borrower A in its held-for-investment portfolio.
Borrower A’s mortgage is part of a portfolio of mortgages that are evaluated collectively for
impairment and for which an ALLL has been established, even though no specific loan has been
identified as impaired. Borrower A is having difficulty making payments. Bank X has
determined that it is in the bank’s best interest to modify Borrower A’s loan by lowering the
interest rate from 7 percent to 6 percent. The 6 percent rate is below the market interest rate the
bank would typically charge a borrower with similar credit risk as Borrower A. The lower
interest rate results in contractual payments of $603.40 per month. Because of Borrower A’s
financial difficulties and the interest-rate concession granted by Bank X, the loan is a TDR and
subject to ASC 310-10-35 for impairment measurement. The terms of the original loan and the
modified loan are as follows:

Original loan terms Modified loan terms
Payment: $665.12 Payment: $603.40
Interest rate: 7% Interest rate: 6%
Remaining term: 27 years Remaining term: 27 years
Loan balance: $96,700 Loan balance: $96,700

One approach to develop the best estimate of expected future cash flows would be to incorporate
default and prepayment assumptions that would be relevant to an aggregated pool of loans with
risk characteristics similar to the restructured loan. In addition, the analysis may incorporate
uncertainty about the timing and amount of borrower payments. Bank X incorporates these
assumptions in its cash flow analysis and expects to receive approximately $580 per month for
the remaining term of the loan. Present value of the expected future cash flows discounted at the
original effective interest rate is approximately $84,300. For simplicity, recorded investment in
the loan at the time of the TDR equals the loan balance of $96,700, and the treatment of any
accrued interest receivable is not considered in this example.

Question 34
How is the impairment calculated?
Staff Response

The present value of the modified loan’s expected cash flows discounted at the original effective
interest rate is approximately $84,300, which is less than the recorded investment in the loan of
$96,700. The difference of approximately $12,400 is the measurement of impairment at the time
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of the restructuring as required by ASC 310-10-35.

Facts A borrower has a first lien residential mortgage with Bank A and a second lien residential
mortgage with Bank B. Bank A modified the borrower’s first lien mortgage through a TDR. At
the time the first lien mortgage is modified with Bank A, the borrower is current on his second
lien mortgage with Bank B. Bank B has not modified the borrower’s loan.

Question 35

How should Bank B account for the second lien mortgage under ASC 310-10 after the first lien
mortgage was modified?

Staff Response

ASC 310-10-35 scopes out large groups of smaller-balance homogeneous loans that are
collectively evaluated for impairment. Those loans may include but are not limited to credit card,
residential mortgage, and consumer installment loans. As a result, residential mortgage loans are
generally evaluated for impairment as part of a group of homogenous loans under ASC 450-20.
Therefore, the only time a residential mortgage loan is required to be analyzed for impairment
under ASC 310-10-35 is when the residential mortgage loan is modified and classified as a TDR.
In the scenario described above, Bank B will include the second lien mortgage loan in its
allowance methodology under ASC 450-20; the second lien loan has not been modified and is
therefore not a TDR subject to ASC 310-10-35.

In addition, while the borrower’s first lien mortgage has been modified by Bank A, Bank B may
not be aware of this action. When Bank B does become aware of a first lien modification,
however, Bank B should recognize that the second lien mortgage loan borrower is facing
financial difficulties and that the second lien mortgage has different risk characteristics than
other second lien mortgage loans that have not had their first lien mortgage modified or are not
suffering financial difficulties. Following the modification of the first lien mortgage, Bank B
should consider segmenting the loan into a different ASC 450-20 group that reflects the
increased risk associated with this loan. Alternatively, the bank may consider applying additional
environmental or qualitative factors to this loan pool to reflect the different risk characteristics.

Facts A bank’s short-term modification (i.e., 12 months or less) program delays payments for
troubled borrowers. Because the modifications are short term, the bank concludes the delay in
payment is insignificant.

Question 36

Is the bank’s basis for concluding the delay in payments is insignificant appropriate?
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Staff Response

No. It is not appropriate to conclude the delay in payments is insignificant simply because the
modification is short term (i.e., 12 months or less). Rather, the bank must collectively consider
the following factors, which may indicate the delay is insignificant:

e The amount of the restructured payments subject to the delay is insignificant relative to the
unpaid principal or collateral value of the debt and will result in an insignificant shortfall in
the contractual amount due.

e The delay in timing of the restructuring payments period is insignificant relative to any one
of the following:

— The frequency of payments due under the debt
— The debt’s original contractual maturity
— The debt’s original expected duration

If the loan has been previously restructured, an entity shall consider the cumulative effect of the
past restructurings when determining whether a delay in payment resulting from the most recent
restructuring is insignificant.

Facts A bank originated an SFR mortgage that is HFI. At origination, the borrower’s income
was the primary source of repayment and the underlying collateral was the secondary source of
repayment. There is no other source of repayment. The borrower files for Chapter 7 bankruptcy.
The bankruptcy court discharges the borrower’s obligation to the bank and the borrower does not
reaffirm the debt. Accordingly, after the bankruptcy proceedings are completed, the bank’s only
recourse is to take possession of the collateral. Therefore, if the bank does not receive contractual
mortgage payments, it can foreclose on the property, but the bank cannot pursue the borrower
personally for any deficiencies. Even if the borrower has been making payments, the borrower’s
continued ability and willingness to make voluntary payments is uncertain.

Question 37

How should the bank report the discharged debt in the call report?

Staff Response

The discharged debt should be reported as a loan in the call report. The call report instructions
glossary states that a loan is generally an extension of credit resulting from direct negotiations
between a lender and a borrower. That definition is consistent with GAAP, which defines a loan
as a contractual right to receive money on demand or on fixed or determinable dates and is
recognized as an asset in the creditor’s statement of financial position. The discharge of a
secured debt does not eliminate the bank’s contractual right to receive money on demand or on
fixed or determinable dates; only the debtor’s personal liability on the debt has been eliminated.
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The discharged debt should not be reported as OREQ because the bank does not have physical
possession or legal title to the collateral (see Topic 5A, question 2).

Question 38

Is the secured consumer loan discharged in Chapter 7 bankruptcy a TDR?

Staff Response

Yes. A restructuring constitutes a TDR if a concession is granted for economic or legal reasons
related to the borrower’s financial difficulties. The bankruptcy filing indicates the borrower is
experiencing financial distress (see question 20) and the release of the borrower’s personal
liability (the discharge) as ordered by the bankruptcy court is a concession.

ASC 310-40-15-6 states that a concession can be imposed by a law or court. Additionally,
ASC 310-40-15-10 specifically states that TDRs consummated under reorganization,
arrangement, or other provisions of the Federal Bankruptcy Act or other federal statutes are
within the scope of ASC 310-40. Therefore, the bankruptcy court’s discharge of the borrower’s
debt is a concession for the purpose of determining whether the restructured loan is a TDR.

Question 39

How should the bank account for the TDR?

Staff Response

The restructured loan is collateral dependent. The bank should, therefore, establish an ALLL in
accordance with ASC 310-10 and charge off the excess of the loan’s recorded investment over
the fair value of the collateral as uncollectible. The bank should place the remaining balance on
nonaccrual. The bankruptcy court “removed” the borrower (the primary source of repayment)
from responsibility to continue to make payments called for by the original loan agreement. As
such, the TDR is collateral dependent because repayment depends solely on the collateral.

Facts A bank modifies a secured loan in a TDR and measures impairment using the present
value of the expected future cash flows discounted at the loan’s original effective interest rate
because the loan is not collateral dependent. The modified contractual terms require a balloon
payment at maturity. The current collateral value is less than the scheduled balloon payment.

Question 40

Is it appropriate for the bank to presume the borrower will be able to repay or refinance at
maturity?
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Staff Response

No. When a contractual balloon payment is required at maturity under the modified terms of a
TDR loan that is not collateral dependent, significant uncertainty may exist regarding the
troubled borrower’s ability to refinance or repay the debt at maturity.

In accordance with ASC 310-10-35-26, when estimating expected future cash flows for
impairment measurement purposes, the bank should consider all available evidence, with greater
weight given to evidence that can be verified objectively. When no sources of cash flows are
reasonably expected to be available to support the assumption that the borrower will be able to
repay or refinance the secured loan at maturity, an acceptable approach for estimating expected
future cash flows can be to base the expected payment at maturity on the current fair value of the
collateral, less estimated costs to sell.

The fair value of the collateral should be supported by a current appraisal or other similar timely
evaluation. Using the fair value of the collateral, less selling costs, in lieu of the balloon payment
due at maturity, does not suggest a 100 percent probability of default at renewal. Rather, using
the fair value recognizes the value inherent in the collateral to satisfy repayment should
refinancing efforts prove unsuccessful.

However, if the contractual balloon payment at maturity is lower than the fair value of the
collateral, less estimated costs to sell, the balloon payment amount should be used as the final
cash flow in the impairment analysis since there is no collateral deficiency.

Facts A bank modifies a loan to a borrower in a TDR. The bank incurs certain costs directly
related to the modification, including appraisal costs. The bank charges the borrower a general
fee for the modification and adds the fee to the modified loan balance.

Question 41

How should the bank account for these direct costs incurred in a TDR and for the modification
fee charged to the borrower?

Staff Response

Consistent with ASC 310-40-25-1, OCC staff believes that the bank should expense the appraisal
and other direct costs associated with the TDR when incurred. Likewise, consistent with

ASC 310-20-35-12, the bank should apply the fee received in connection with the TDR to reduce
the recorded investment in the loan. Thus, the bank should defer recognition of the fee income
associated with the TDR.
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Question 42

What is the classification and measurement guidance in GAAP for government-guaranteed
mortgage loans upon a bank’s foreclosure of the property that collateralizes the loan?

Staff Response

ASC 310-40-40-7A through 40-7B provides such guidance. A creditor must derecognize a
government-guaranteed mortgage loan and recognize a separate “other receivable” (rather than
OREDO) upon foreclosure of the real estate collateral if the following conditions are met:

e The loan has a government guarantee that is not separable from the loan before foreclosure.

e At the time of foreclosure, the institution has the intent to convey the property to the
guarantor and make a claim on the guarantee and it has the ability to recover under that
claim.

e At the time of foreclosure, any amount of the claim that is determined on the basis of the fair
value of the real estate is fixed (that is, the real estate property has been appraised for
purposes of the claim and thus the institution is not exposed to changes in the fair value of
the property).

This guidance is applicable to fully and partially government-guaranteed mortgage loans
provided the three conditions identified above have been met. In such situations, upon
foreclosure, the separate other receivable should be recognized and measured based on the
amount of the loan balance (principal and interest) expected to be recovered from the guarantor.

Facts The bank forecloses a residential mortgage partially guaranteed by the VA. The VA
guarantee was not separable from the loan before foreclosure. The property is eligible for
conveyance to the VA. The bank intends to convey the property to the VA, and to make a claim
to the VA of $105,000. The $105,000 is a fixed amount based on the property’s fair value at the
time of foreclosure. The bank expects to collect the entire $105,000 from the VA.

Question 43

How should the bank account for the loan at the time of foreclosure?

Staff Response

The three conditions as mentioned in question 42 are all met. Therefore, at the time of
foreclosure of the property, the bank shall derecognize the mortgage loan and recognize an
“other receivable” of $105,000 that the bank claims and expects to collect from the VA. Any
excess of the recorded investment in the loan immediately before the foreclosure over the “other
receivable” is charged to the ALLL.
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Facts Assume the same loan as the previous question, except that at the time of foreclosure the
loan is a “VA no-bid,” since the property is not eligible for conveyance to the VA. The bank
expects to collect the VA guarantee.

Question 44

How should the bank account for the “VVA no-bid” loan at the time of foreclosure?

Staff Response

Not all of the three conditions as mentioned in question 42 are met, since the bank cannot convey
the property to the VA. Therefore, at the time of foreclosure of the property, the bank should
derecognize the mortgage loan and recognize the foreclosed property as the OREO at its fair
value less estimated costs to sell. The amount the bank expects to collect from the VA should be
recorded as an “other receivable” if collection is probable (see Topic 5A, questions 34 and 36,
and Topic 5C, question 7). If the recorded investment in the loan at the time of foreclosure
exceeds the sum of OREO and the “other receivable,” the difference should be charged against
the ALLL.

Question 45

Is it possible that a modification of a performing loan is a TDR?

Staff Response

Yes. A borrower may be contractually current when the bank modifies the loan and the
modification will be a TDR, if it meets the accounting definition.

This may occur, for example, when the bank modifies a variable-rate loan after concluding that a
borrower will be unable to meet higher payments when the rate resets to a higher interest rate. In
this example, the modification is considered a TDR if the bank concludes that (a) the borrower is
experiencing financial difficulties, and (b) the modification is a concession to the borrower that
is granted for economic or legal reasons related to the borrower’s financial difficulties. An
indicator that the borrower is experiencing financial difficulties would be that, absent this
modification, the borrower cannot obtain funds from sources other than existing creditor(s) at an
effective interest rate equal to the current market interest rate for similar debt for a nontroubled
borrower.

Banks should perform and document an analysis for each loan modification to support whether
the modification is or is not a TDR for periodic GAAP financial reporting. To support that a loan
modification is not a TDR, the borrower’s loan file should include updated underwriting
documentation (e.g., updated property value, credit report, and income analysis) as evidence that
the modification reflects market rates and terms for a new loan with comparable risk. The staff
believes, however, that failure to perform such analysis at the time of modification will result in
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such loans generally being deemed TDRs for call report purposes when modified during periods
of market deterioration (e.g., declining housing prices and tightening credit standards) until the
required TDR analysis has been performed.

In some circumstances, a bank may modify a performing loan by reducing the interest rate to the
current market rate or making other loan term concessions to retain a customer who could
otherwise refinance with another lender at the same reduced rates and terms. Such loan
modifications are not TDRs since the borrower is not experiencing financial difficulty.

Facts A bank properly accounted for a modified loan as a TDR. The bank subsequently
restructures the loan at current market terms (i.e., no concession) and the borrower is no longer
experiencing financial difficulties.

Question 46

Does the bank have to continue to account for the subsequently restructured loan as a TDR?

Staff Response

It depends. The facts and circumstances of each subsequent restructuring of a TDR should be
carefully evaluated to determine the appropriate accounting. The staff will not object to a bank
no longer treating a loan as a TDR if

e at the time of the subsequent restructuring the borrower is not experiencing financial
difficulties, and
e under the terms of the subsequent restructuring agreement, no concession has been granted.

To meet these conditions for removing the TDR designation, the subsequent restructuring
agreement must specify market terms (e.g., terms no less favorable to the bank than those it
would offer for a new debt with similar credit risk characteristics). Any prior principal
forgiveness on a cumulative basis is considered to be a continuing concession. When
determining whether the borrower is experiencing financial difficulties, the bank should assess
the borrower’s financial condition and prospects for repayment after the restructuring. The
assessment should be supported by a current, well-documented credit evaluation performed at
the time of the restructuring.

If the TDR designation is removed from a loan that meets the conditions discussed above, going
forward the impairment on the loan should be measured under ASC 450-20, except as noted
below. The recorded investment in the loan should not change at the time of the subsequent
restructuring (unless cash is advanced or collected).

If the TDR designation has been removed (i.e., the conditions above were met) but the loan is

subsequently determined to be impaired, then the impairment on the loan should be measured
under ASC 310-10.
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2B. Nonaccrual Loans

Facts The bank made an equipment loan and advanced funds in the form of an operating loan.
Both loans have been placed on nonaccrual status, and a portion of the equipment loan has been
charged off. The loan balances are classified, and doubt as to full collectibility of principal and
interest exists.

Question 1

May a portion of the payments made on these loans be applied to interest income?

Staff Response

No. Interest income should not be recognized. The call report instructions require that, when
doubt exists about the ultimate collectibility of principal, wholly or partially, payments received
on a nonaccrual loan must be applied to reduce principal to the extent necessary to eliminate
such doubt.

Placing a loan in a nonaccrual status does not necessarily indicate that the principal is
uncollectible, but it generally warrants revaluation. In this situation, because of doubt of
collectibility, recognition of interest income is not appropriate.

Facts Assume the same facts as in question 1, except that cash flow projections support the
borrower’s repayment of the operating loan in the upcoming year. Collectibility of the equipment
loan is in doubt, however, because of the borrower’s inability to service the loan and insufficient
collateral values.

Question 2

May the bank accrue interest on the operating loan, even though the equipment loan remains on
nonaccrual status?

Staff Response

Loans should be evaluated individually. The borrower’s total exposure must be considered,
however, before concluding that doubt has been removed over the collectibility of either loan.
Additionally, the analysis should consider a time period beyond the first year.

Projections indicate that the borrower will be able to service only one of the loans for one year.

Therefore, doubt still exists about total borrower exposure over the long term. Accordingly,
interest recognition generally is inappropriate.
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Facts The bank has placed a loan on nonaccrual and charged the loan down to the estimated
collateral value. The remaining principal has been classified as substandard because of the
borrower’s historical nonperformance or an event of default (e.g., covenant violation, significant
credit event) and questionable ability to meet future repayment terms.

Question 3

Because the collateral value is sufficient to cover the remaining recorded investment (after
charge-off), may interest payments be recognized as income on a cash basis?

Staff Response

Initial cash-basis income recognition would not be appropriate without a credit analysis and
documentation to support the borrower’s repayment capacity. In determining the accounting for
individual payments on a nonaccrual loan, the bank must evaluate the loan to determine whether
doubt exists about the ultimate collectibility of the recorded investment. If collectibility of the
recorded investment in the loan is in doubt, any payment received in a nonaccrual loan should be
applied to reduce the recorded investment to the extent necessary to eliminate such doubt.

The overall creditworthiness of the borrower and the underlying collateral values should be
considered when making this determination. For example, doubt about collectibility of troubled
loans often exists when regular payments have not been made or with an event of default, even
when a loan is fully collateralized. In general, collateral values are not sufficient, by themselves,
to eliminate the issue of ultimate collectibility of the recorded investment in the loan, especially
when there is not a high degree of confidence in the accuracy of the estimated collateral value.
Without a credit analysis and documentation to support the borrower’s capacity to repay, there
should be sufficient collateral margin before the bank can conclude that doubt has been
eliminated.

When the bank can demonstrate that doubt about the ultimate collectibility of the recorded
investment no longer exists, subsequent interest payments received may be recorded as interest
income on a cash basis. Banks may record the receipt of the contractual interest payment on a
partially charged-off loan by allocating the payment among interest income, reduction of
principal, and recovery of prior charge-offs. Banks may also choose to report the receipt of this
contractual interest in its entirety as either interest income, reduction of principal, or recovery of
prior charge-offs, depending on the condition of the loan, consistent with their accounting
policies that conform to GAAP.

Facts A loan is currently on nonaccrual status as a result of being delinquent in principal and
interest payments for a period exceeding 90 days. The estimated uncollectible portion of the loan
has been charged off. The remaining balance is expected to be collected.
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Question 4

Because the recorded balance of the loan is expected to be collected in full, may it be returned to
accrual status?

Staff Response

No. The call report instructions preclude the accrual of interest for any asset for which full
payment of contractual interest or principal is not expected. Therefore, accrual of interest on the
loan would not be appropriate.

Facts A bank purchases a loan with a face value of $100,000. Because of the risk involved and
other factors, the loan is purchased at a substantial discount of $50,000. The loan is on
nonaccrual status. The bank renegotiates the loan with the borrower. The new loan has a face
value of $125,000, and the borrower receives $25,000 of new funds. In return, the borrower
pledges additional collateral, the value of which is sufficient to support the face amount of the
new loan.

Question 5
Upon refinancing the loan, may the bank record a $50,000 gain (the amount of the discount)?
Staff Response

No. It is not appropriate to recognize any gain on this refinancing. Further, the loan should
remain on nonaccrual status until the borrower has demonstrated the ability to comply with the
new loan terms.

Facts A bank has two loans to a real estate developer for two different projects. Loan A is
secured by a fully leased office building. The collateral value exceeds the loan obligation.

Loan B is secured by an apartment building with relatively few units leased to date. A collateral
shortfall exists relative to the loan obligation. The obligors are separate corporations wholly
owned by the developer. There is no cross-collateralization of the notes, however, and no
personal guarantees by the developer. Loan A is current, and the bank expects to be repaid in full
as to principal and interest. Cash flows from the project’s rentals are adequate to fully service
principal and interest. Loan B is placed on nonaccrual status because of cash-flow deficiency and
collateral shortfall. An appropriate allowance has been recorded in accordance with

ASC 310-10-35.

Question 6

Must the bank automatically place both loans to the borrower on nonaccrual status when one
loan is placed in nonaccrual?
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Staff Response

No, not automatically. When one loan to a borrower is placed on nonaccrual, a bank should
examine the surrounding circumstances to determine whether its other loans to that borrower
should be placed on nonaccrual.

In this case, the two loans are not linked legally. Although these loans comprise the bank’s total
relationship with a single real estate developer, they are actually two separate obligations having
no personal guarantee by the developer and no cross-collateralization. Accordingly, the
collectibility of each loan should be evaluated separately. Because Loan A is current and is
expected to be repaid in full, it may remain on accrual status.

Question 7

The bank subsequently negotiates a cross-collateralization agreement with the developer. Must
Loan A also be placed on nonaccrual status?

Staff Response

The cross-collateral agreement alone should not stop interest accrual on Loan A. The bank has
merely taken steps to improve its relative position with the borrower. Thus, to the extent that
cross-collateralization does not change the repayment pattern of the notes or endanger Loan A’s
full repayment in due course, Loan A may remain on accrual status, even if Loan B is on
nonaccrual status.

Facts Loans A and B are related to separate real estate projects of a borrower and are not cross-
collateralized. Loan A is fully performing and has expected cash flows sufficient to repay in full.
The cash flows from Project B are, and clearly will be, insufficient to repay Loan B in full. The
bank has an obligation to fund additional monies on Project B. Because Project A had sufficient
equity, additional funding was provided by a second mortgage, Loan C, on Project A. Because of
current economic conditions, however, the cash flows from Project A can no longer keep Loan C
current. The debt service required on Loans A and C combined exceeds available cash flows.
Also, the loan-to-value ratio on this project exceeds 100 percent. An appropriate allowance has
been recorded under ASC 310-10-35.

Question 8
May Loan A remain on accrual status?
Staff Response

Neither Loan A or C should be on accrual status. Senior and junior liens on the same property
generally should be considered as one loan. Regardless of whether Project A can fully support
and repay the original Loan A, it may not be able to repay both Loans A and C. Accordingly,
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until both Loans A and C are current and fully expected to be repaid, they both must be placed
on nonaccrual status.

Facts Loans A and B are related to separate real estate projects of a borrower and were cross-
collateralized initially. Loan A is fully performing and has expected cash flows sufficient to
repay the loan in full. The cash flows from Project B are, and clearly will be, insufficient to
repay Loan B in full. But Project A has excess cash flows that meet the shortfall on Project B and
provide for the debt service shortfall on Loan B, ensuring its full contractual collectibility. The
developer can and does use these funds to keep Loan B current.

Question 9

May both Loans A and B be reported as accruing loans?

Staff Response

Yes. The borrower has made this possible by making the excess cash flow and equity of

Project A available to service and fully repay Loan B. The borrower services debt obligations to
the bank as if they were one, i.e., using any available funds to keep both obligations current. The
bank should assess the accrual status by comparing the aggregate cash flows available from all
repayment sources with the combined obligation.

In this situation, both Loans A and B may stay on accrual status if the combined cash flows from
primary and secondary sources are considered adequate and remain available to meet fully the
combined contractual obligations—and the loans remain current.

Facts Loans A and B are related to separate real estate projects of a borrower and were cross-
collateralized initially. Project A has the cash flows to repay Loan A in full but no excess to meet
the shortfall in Project B. Accordingly, Project B is past due. In this case, however, the developer
has not dedicated cash flows from Project A to the timely repayment of Loan A. The developer
has used available cash at its discretion to make periodic payments on Loan B and other
obligations. Loan A is less than 90 days past due but would be current if the developer applied
all Project A cash flows to Loan A. An appropriate allowance has been recorded under

ASC 310-10-35.

Question 10

May Loan A be maintained on accrual status?

Staff Response

No, both loans should be placed on nonaccrual status. In this instance, the total obligation of the
developer should be evaluated to consider the total cash flows. The developer effectively handles
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these two loans as one obligation. The relative equity of the developer in each property and its
value to the developer drive the debt service.

Because, in this example, the combined available cash flows are not likely to be sufficient to
repay the combined principal and interest due on Loans A and B, both loans should be placed on
nonaccrual.

Facts Assume the same facts as in question 10, except that the developer has personally
guaranteed both notes and provides a significant source of outside cash flow.

Question 11

Must both notes be placed on nonaccrual status?

Staff Response

No, not necessarily. If the developer can and intends to meet the debt service requirements of
both notes, the bank could leave both loans on accrual status.

If the developer has some financial capability but is unlikely to be able to support both loans,
they both should be placed on nonaccrual. Because the loans are cross-collateralized,
collectibility must be evaluated on a combined basis. Furthermore, the developer, as guarantor on
both loans, is the ultimate source of repayment for the total debt. Thus, placing only Loan B on
nonaccrual would not reflect properly the fact that the collectibility of the entire debt, not only
Loan B, is in doubt.

Facts Loans A and B are related to separate real estate projects of a borrower and were cross-
collateralized initially. Project A has the cash flows to repay Loan A in full but no excess to
make up the shortfall in Loan B. In the aggregate, the combined cash flows of Projects A and B
are not likely to repay the outstanding principal and interest in full on both loans.

Loan A is current and has a consistent dedicated source of repayment. Although Loan B is both
collateral and cash-flow deficient, the bank asserts that the cross-collateralization of the loans is

unlikely to hinder the ability of Loan A to be repaid fully according to the contractual terms. An
appropriate allowance on Loan B has been recorded, according to ASC 310-10-35.

Question 12

May Loan A be maintained on accrual status?
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Staff Response

Possibly. The assertion that cross-collateralization of the loans will not affect the orderly and
contractual repayment of Loan A, however, must be supported. Support would include the
existing lender—borrower relationship and the bank’s history in working with troubled borrowers.
This includes the current likelihood of the lender to work with the borrower to avoid foreclosure
or of the borrower to take steps to cure Loan B and preserve some equity in Project A. If facts
exist to support the bank’s assertion that the timely and complete repayment of Loan A will
proceed in due course, Loan A may remain on accrual status.

Facts A bank takes a partial charge-off on a loan, because it believes that part of the obligation
will be uncollectible ultimately. The loan is also placed on nonaccrual status. One year later, with
two years remaining in the loan term, the borrower’s financial condition improves dramatically.
The loan is brought contractually current, and the bank now fully expects to collect the original
contractual obligation, including the amount previously charged off.

Question 13
May the loan be returned to accrual status?
Staff Response

Yes. If the doubt about full collectibility, previously evidenced by the charge-off, has been
removed, the loan meets the criteria in the call report for return to accrual status.

Facts A loan with a borrower is past due in principal and interest. The bank takes a partial
charge-off on the loan, because it believes that it will be unable to collect part of the obligation.
The loan is also placed on nonaccrual status. One year later, the borrower’s financial condition
improves dramatically. The borrower has made regular monthly payments and is paying
additional amounts to reduce the past due amount. Although the bank now fully expects to
collect the original contractual obligation, including the amount previously charged off, the loan
is not yet contractually current.

Question 14
May this loan be returned to accrual status?
Staff Response

Yes. A loan, on which the borrower has resumed paying the full amount of the scheduled
contractual obligation, may be returned to accrual status, even though it has not been brought
fully current, if: (a) all principal and interest amounts contractually due are reasonably assured of
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repayment within a reasonable period of time and (b) there is a sustained period of repayment
performance by the borrower.

Facts A bank placed a loan on nonaccrual status because the borrower’s financial condition has
so deteriorated that it does not expect full repayment of contractual principal and interest.
Simultaneously, the bank reversed previously accrued and unpaid interest in accordance with the
call report instructions. The bank’s credit evaluation concludes that no charge-off of principal is
necessary. Because of doubt about collectibility, however, certain interest payments were applied
to reduce principal.

One year later the borrower’s financial condition has improved. During the past year some
principal and interest payments have been made, and although the loan is not yet contractually
current, the bank now expects full payment of contractual principal and interest. Accordingly, the
bank no longer has any doubt about the full repayment of all amounts contractually due.

Question 15

May the bank, either now or when the loan is brought contractually current, reverse the
application of interest payments to principal?

Staff Response

No. Application of cash-interest payments to principal was based on a determination that
principal may not be recovered. It should not be reversed when that determination changes. In
this situation, the staff believes the previously foregone interest should be recognized as interest
income prospectively as cash payments are received.

If the loan eventually returns to accrual status, interest income would be recognized based on the
new effective yield to maturity on the loan. The new effective yield is the discount rate that
would equate the present value of the future cash payments to the recorded amount of the loan.
Any interest paid by the borrower and applied to principal while on nonaccrual is accounted for
similar to a loan discount upon the loan returning to accruing status. This amount is accreted into
interest income as a yield adjustment over the remaining life of the loan.

Facts A bank has a $500,000 loan, of which $400,000 is classified doubtful and $100,000 as
substandard. A $10,000 payment, designated by the borrower as interest, is received. The bank
applies $8,000 to reduce principal and $2,000 as interest income on the premise that this
proration reflects the collectibility of the differently classified portions of the loan.

Question 16

Is this an acceptable treatment?
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Staff Response

No. Because doubt exists about the ultimate collectibility of the recorded loan balance, all
payments must be applied to reduce principal until such doubt is removed.

Facts A loan is guaranteed by the U.S. government (or a government-sponsored enterprise).
The guarantee covers 90 percent of the principal and interest. The borrower experiences financial
difficulty and is past due more than 90 days on loan payments. Collection of the guaranteed
portion is expected; however, collection of the unguaranteed portion is uncertain.

The bank proposes to place 90 percent of the loan (the guaranteed portion) on accrual status and
classify the remaining 10 percent as nonaccrual. Interest income would also be recognized
accordingly.

Question 17

Is the proposed accounting treatment that would place the guaranteed portion of the loan on
accrual status and recognize interest income thereon acceptable?

Staff Response

No. The call report instructions require that accrual of interest income cease on a loan when it is
90 days or more past due, unless it is both well secured and in the process of collection. These
instructions apply to the remaining contractual obligation of the borrower. In this situation,
collection of the full contractual balance is not expected. Accordingly, the entire loan must be
placed on nonaccrual status.

Question 18

In determining when a loan is “in the process of collection,” a 30-day collection period has
generally been applied. Is this 30-day collection period intended as a benchmark or as an outer
limit?

Staff Response

The 30-day period is intended as a benchmark, not as an outer limit. Each loan must be evaluated
separately when determining whether it should be considered “in the process of collection.”
When the timing and amount of repayment is reasonably certain, a collection period of greater
than 30 days should not prevent a loan from being considered to be “in the process of
collection.”
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Facts A bank placed a loan on nonaccrual status, because the borrower’s financial condition
had deteriorated, and the bank did not expect full repayment of contractual principal and interest.
Accrued interest was reversed and, as a result of the bank’s credit evaluation, a charge-off of
principal was recorded. One year later the borrower’s financial condition has improved greatly,
however, and the bank expects to recover all amounts contractually due.

Question 19

May the bank reverse the charge-off and rebook the principal and accrued interest?

Staff Response

No. The decision to place the loan on nonaccrual indicates that there was doubt about full
collection of principal and interest. The charge-off was based on management’s determination
that recovery of the principal was not expected. The reversal of the interest was based on the
determination that the accrued interest may not be collected. The determination of collectibility
IS an accounting estimate as defined by ASC 250-10. That standard requires changes in
accounting estimates to be accounted for in the period of change and future periods when the
change affects both. Accordingly, payments would be accounted for in accordance with GAAP,
and recoveries recorded as received. This would apply to both principal and interest payments.

Facts A bank pursues collection efforts on a past-due loan by a state-mandated mediation
process. The state requires mediation before banks may foreclose on real estate. Sufficient
collateral exists to support all contractual principal and interest. The call report instructions
indicate an asset is “in the process of collection” if collection of the asset is proceeding in due
course through legal action, including judgment enforcement procedures.

Question 20

May this loan remain on accruing status because it is “in process of collection”?

Staff Response

No. The meaning of “in process of collection” requires that the timing and amount of repayment
be reasonably certain. The definition entails more than initiating legal action or pursuing a well-
reasoned plan for collection. The following factors do not in and of themselves meet the “in
process of collection” definition:

Commencement of collection efforts
Plans to liquidate collateral

Ongoing workouts

Foreclosing on or repossessing collateral
Restructuring or settlement
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There must be evidence that collection in full of amounts due and unpaid will occur shortly.

The same reasoning applies to a mandated mediation process, which may be part of a well-
documented plan of liquidation. In actuality, the mediation process will likely prolong the
collection process and infuse additional uncertainty into the timing and amount of repayment.

Facts A bank has designated a loan of $200,000 in nonaccrual status, because payment in full
of principal and interest was not expected. The bank had previously accrued late fees of $500
before the loan’s designation in nonaccrual status.

Question 21

May the bank continue to accrue late fees on a loan that has been designated in nonaccrual
status?

Staff Response

No. Loan fees, including late fees, should not be accrued on a loan designated in nonaccrual
status. The loan was placed in nonaccrual, because the full payment of the principal and interest
is not expected. The staff believes the uncertainty in the collectibility of principal and interest
raises doubt as to the collectibility of all payments, including late fees. Therefore, the bank
should not continue to accrue the late fees while the loan is in nonaccrual status.

Question 22

How should the late fee receivable of $500 be accounted for because of this uncertainty?

Staff Response

As set forth in the call report instructions for previously accrued interest, one acceptable
accounting treatment includes a reversal of all previously accrued, but uncollected, amounts
applicable to assets placed in a nonaccrual status against appropriate income and balance sheet
accounts. Hence the late fees that are also accrued, but uncollected, should be reversed. This
would also apply to any other fees that may have been accrued on this loan.

Facts A bank has a $150,000 loan secured by a single-family residence with an estimated fair
value of $200,000 based on a recent appraisal. The loan is 110 days past due. The mortgage loan
agreements allow the bank to pay delinquent real estate taxes and add the amount to the
contractual balance of the loan. Accordingly, the bank paid $4,000 in delinquent property taxes
and added this amount to the contractual balance due from the borrower per the terms of the
agreement. The bank has sent the borrower a demand letter advising that if the loan is not
brought current within the next 30 days, the bank will begin foreclosure proceedings on the

property.
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Question 23

May the bank capitalize the $4,000 paid for the delinquent property taxes?

Staff Response

Yes. If the contractual terms of the loan permit, the payment of delinquent property taxes
becomes part of the recorded balance of the loan. The bank should consider the increase in the
loan amount when evaluating the loan for impairment and any amounts deemed uncollectible
should be promptly charged off. The staff believes the existence of delinquent property taxes,
which could result in a lien attachment on underlying collateral of a collateral dependent loan,
represents credit-related impairment and, therefore, should be included in the ALLL or charged
off as appropriate. The accounting treatment for payment of real estate taxes on property held as
OREO is discussed in Topic 5A: Real Estate, question 11.

Facts Certain sections of the country were devastated by two major-category hurricanes. Many
banks doing business in the affected areas renegotiated the repayment terms of specific loans for
customers in the affected areas. These renegotiations took various forms.

Some banks engaged in programs to provide borrowers temporarily affected by the hurricanes
additional flexibility in repaying loans. For example, the bank may have encouraged consumer
and small business borrowers that were affected by the hurricanes to contact the bank to work
out new repayment arrangements (e.g., waiving late fees and deferring interest and principal
payments for a short period of time, such as 30 to 90 days). Other banks may have provided
similar repayment arrangements across the board to all borrowers in the affected area.

Banks may also be working with certain commercial borrowers affected by the hurricanes to
provide additional flexibility in repaying loans. In this regard, some banks renegotiated the
repayment terms of specific loans with such borrowers, based on their current situation and
ability to repay.

Question 24

How should loans subject to such renegotiated terms be reported for past due status?

Staff Response

Past due reporting status of loans affected by the hurricanes should be determined in accordance
with the contractual terms of a loan as its terms have been renegotiated or revised under a
temporary payment deferral program, either as agreed to with the individual borrower or
provided across the board to all affected borrowers. Accordingly, if all payments are current in
accordance with the revised terms of the loan, the loan would not be reported as past due.
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For loans subject to a payment deferral program on which payments were past due before the
hurricanes, the loan’s delinquency status may be adjusted back to the status that existed at the
date of the applicable hurricane (i.e., “frozen”) for the duration of the payment deferral period.

All modified loans must be evaluated to determine whether the modification meets the definition
of a TDR, as discussed in Topic 2A, Troubled Debt Restructurings.

Question 25

Should commercial loans subject to such renegotiated terms be placed on nonaccrual status?

Staff Response

It depends. Unless the loan is both well secured and in the process of collection, banks shall not
accrue interest on any commercial loan

e that is maintained on a cash basis because of deterioration in the financial condition of the
borrower.

e for which payment in full of principal or interest is not expected.
e upon which principal or interest has been in default for a period of 90 days or more.

Accordingly, if interest or principal has been waived on a commercial loan, the loan generally
should be placed on nonaccrual status.

If interest or principal has been deferred (i.e., no payments are required during the deferral
period), however, but not waived, the bank should use judgment to determine whether the loan

should be placed on nonaccrual status (e.g., by evaluating whether or not full payment of
principal and interest is expected).

Question 26

May interest income be recognized while the loan is in nonaccrual status?

Staff Response

While a commercial loan is in nonaccrual status, some or all of the interest payments received in

cash may be treated as interest income on a cash basis as long as the remaining book balance of
the loan (i.e., after charge-off of identified losses, if any) is deemed to be fully collectible.

Facts The borrower on a commercial loan filed for Chapter 11 bankruptcy more than 90 days
ago. The bankruptcy filing delays any collection activity by creditors until approved by the court.
The loan agreement defines bankruptcy, however, as an event of default. Because the loan is in
default, the loan maturity is accelerated to the date of the bankruptcy filing.
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Before confirmation of a bankruptcy plan, the bankruptcy court required that payments adequate
to cover the interest be made to the lender. The collection of principal is delayed, however, and
the loan remains in default.

Question 27

Should this loan be placed on nonaccrual status, even though interest is being paid and principal
collections have been delayed by the bankruptcy court?

Staff Response

Yes. As a result of the default provisions, the due date on this loan is the date of the bankruptcy
filing. As long as the loan is 90 days or more past due and not in the process of collection, the
loan should be classified as in nonaccrual status. Further, because of the uncertainty about this
loan and bankruptcy filing, it may have been appropriate to place this loan in nonaccrual status
before it became 90 days delinquent.

Question 28

What is the accounting for a purchased loan that was classified by the previous owner as in
nonaccrual status and for which cash flows cannot be reasonably estimated under ASC 310-30?

Staff Response

The guidance does not prohibit placing (or keeping) loans in nonaccrual status. At inception or
thereafter, the bank may place a purchased loan in nonaccrual status, if the conditions in

ASC 310-30-35 are met. Generally, this would require that the loan be placed in nonaccrual
status when it is not possible to reach a reasonable expectation of the timing and amount of cash
flows to be collected on the loan.

Facts A loan is classified as nonaccrual by Bank A, because the debtor was not meeting its
obligations under the loan’s contractual terms. That loan is sold to Bank B that determines the
loan meets the requirements of purchased, impaired loans under ASC 310-30-15.

Question 29

If the purchasing bank can reasonably estimate cash flows, should it classify the loan as an
accruing loan?

Staff Response

Yes, if the bank can reasonably estimate cash flows, it should recognize an accretable yield and
report the loan as an accruing loan (see ASC 310-30-35). This paragraph requires that the loan be
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placed in accrual status when the bank can reach a reasonable expectation about the timing and
amount of cash flows to be collected on the loan. This response is consistent with the AICPA’s
Technical Questions and Answers, Section 2130.

Facts Assume instead that the bank cannot reasonably estimate cash flows and, therefore,
follows the cost recovery method on the loan. The loan has been brought current for a period of
time.

Question 30

May the bank return the loan to accrual status and account for the loan as a new loan?

Staff Response

If the loan was within the scope of the ASC 310-30 when it was purchased, it is not accounted
for as a new loan but is always accounted for in accordance with that standard, even if its
performance improves. As discussed in question 29, however, the loan should be accruing
income whenever the bank can reasonably estimate cash flows. Also, if the currently expected
cash flows exceed the originally expected cash flows, ASC 310-30-35 requires that income be
recognized using the updated cash-flow estimates, which may result in recognizing income at a
higher yield than originally expected. This response is consistent with the AICPA’s Technical
Questions and Answers, Section 2130.

Facts A bank originated several loans to a financially struggling small business. The loans are
cross-collateralized and have the same primary source of repayment. The entire relationship is
classified as Substandard, and a portion was previously charged-off.

The small business also has a demand deposit account it uses to fund all of the business’s
operations. The demand deposit account is frequently in an overdraft position and accumulates
significant unpaid overdraft fees. The bank converts these accrued but unpaid overdraft fees into
a term interest only loan for 2 years. This overdraft term loan is also on nonaccrual status.

Subsequent to converting the unpaid overdraft balances into a term loan, the borrower’s demand
deposit account frequently is in an overdrawn position. The bank continues to accrue unpaid

overdraft fees. Overdraft fees on the borrower’s demand deposit account incurred after the
overdraft term loan was originated are not added to the loan balance.

Question 31

Is it appropriate for the bank to recognize overdraft fees on this overdrawn demand deposit
account?
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Staff Response

No. Accrual of overdraft fee income should cease when the borrower’s loans were placed on
nonaccrual. In addition, any accrued, but unpaid, overdraft fees should have been reversed when
the lending relationship was placed on nonaccrual status (similar to accrued but unpaid interest).
Overdraft accounts are reported as loans (see Topic 4, question 41). The overdrawn checking
account (i.e., the loan) is inextricably linked with a lending relationship that is rated
substandard/doubtful and on nonaccrual. Therefore, the bank should not accrue overdraft fee
income unless the entire borrower relationship has been restored to accrual status. Overdraft fees
may be recognized on a cash basis when the entire lending relationship is placed on cash-basis
nonaccrual status.

Question 32

How should the bank account for the overdraft term loan?

Staff Response

As noted above, overdrawn accounts represent loans. When the bank restructured the overdrawn
account and accrued, but unpaid, overdraft fees into a term loan, it granted a borrower
experiencing financial distress a concession. Accordingly, the overdraft loan is a TDR (see
Topic 2A). The overdraft term loan should only include actual overdrafts, not fees since any
accrued but unpaid overdraft fees should have been reversed when the lending relationship was
placed on nonaccrual status (see question 31).
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2C. Commitments

For banks that have adopted ASU 2016-13
In June 2016, the FASB issued ASU 2016-13, “Financial Instruments — Credit Losses
(Topic 326): Measurement of Credit Losses on Financial Instruments.” See appendix A for
more information, including effective dates, on the ASU.

See Topic 12E for questions and answers regarding off-balance-sheet credit exposures that
have different staff interpretations under Topic 326.

Facts A bank has off-balance-sheet financial instruments, such as commitments to extend
credit, guarantees, and standby letters of credit that are subject to credit risk. These financial
instruments are off-balance-sheet in accordance with GAAP and are not considered to be
derivatives under ASC 815-10-15. The bank evaluates and estimates the credit losses associated
with these off-balance-sheet instruments. The counterparty to the off-balance-sheet instrument
can also be a borrower of the bank.

Question 1

Should the bank record a provision for credit losses on off-balance-sheet financial instruments,
such as standby letters of credit, to the ALLL or to a separate liability account?

Staff Response

Consistent with ASC 825-10-35-1, credit losses related to off-balance-sheet financial
instruments, such as standby letters of credit, should be accrued and reported separately as
liabilities and not reported in the ALLL. Consequently, the reserve for off-balance-sheet credit
losses should be recorded to other noninterest expense rather than provision expense. This is the
appropriate treatment even if the counterparty of the off-balance-sheet financial instrument is
also a borrower of the bank. GAAP stipulates, however, that the recognition of the reserve for
off-balance-sheet credit losses must meet the criteria set forth in ASC 450-20-25, which requires
recognition of a loss if the loss is both probable and the amount reasonably estimable. Therefore,
the methodology used for evaluating “loan losses” may be useful in evaluating and estimating
credit losses for these off-balance-sheet financial instruments.

Facts A bank commits to fund a non-mortgage loan with the intention of selling the loan after
origination. After the commitment date, disruptions in the market make it difficult to sell the
loan. The bank subsequently decides that it no longer wants to sell the loan.

Question 2

Is this a loan commitment that must be accounted for as a derivative at fair value?
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Staff Response

No. ASC 815-10-15-69 states that commitments to originate loans (other than those of mortgage
loans that will be HFS) are not subject to ASC 815 and are not accounted for as derivatives with
a fair value adjustment.

Question 3

How should this loan commitment be accounted for?

Staff Response

As noted previously, this commitment is not subject to fair value accounting for derivatives
under ASC 815. This commitment would be accounted for at fair value only if the bank had
elected the FVO under ASC 825-10. If this commitment is not accounted for under the fair-value
option, the bank may need to recognize a loss related to this commitment. The determination and
consideration of any such loss (i.e., whether market and/or credit changes must be considered)
depends on the bank’s intent to either sell or hold the loan after origination.

Loan commitments that a bank intends to hold for investment should be evaluated for possible
credit impairment in accordance with ASC 450-20-25. Similar to the accounting for loans held
for investment, losses on commitments for these loans should be based on credit-related losses,
not market-related losses. Loan commitments, or portions of loan commitments, that the
company intends to sell should not be considered held for investment.

The CAQ, a nonprofit trade group comprised primarily of auditors of public companies, released
three issue papers referred to as white papers. These papers were intended to help auditors
address certain accounting issues that relate to a distressed market environment. They are not
authoritative but summarize existing authoritative guidance and provide some consensus views
of the CAQ-member auditors.

The intent is to assist auditors in understanding the application of existing GAAP in the context
of illiquid market conditions. One of these papers, titled “Accounting for Underwriting and Loan
Commitments,” presents two acceptable alternatives for accounting for loan commitments that
relate to loans a bank intends to hold for sale (syndicate).

Alternative A: Consistent with ASC 310-10-35-48, the bank would account for these loan
commitments at the lower of cost or fair value. The bank would recognize a loss and record a
liability to the extent that the terms of the committed loans are below current market terms.

Alternative B: The bank would account for these loan commitments under ASC 450-20-25. If it
is probable the loan will be funded under the existing terms of the commitment, the bank would
immediately recognize a loss and record a liability, because the commitment terms are below the
current market terms. It is, therefore, probable a loss has been incurred.

Guidance in the white paper states, “The premise under both Alternative A and Alternative B is
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that it is inappropriate to delay recognition of a loss related to declines in the fair value of a loan
commitment until the date a loan is funded and classified as HFS. If it is probable that a loss has
been incurred (because it is probable that an existing loan commitment will be funded and the
loan will be sold at a loss), then the loss on that commitment should be recognized in earnings.”
The OCC expects banks to follow one of these two alternatives.

Question 4

During the commitment phase, when would it be appropriate to recognize a bank’s change of
intent to hold its loans for investment when it previously intended to sell?

Staff Response

OCC Advisory Letter 99-4 (AL 99-4) states, “Agent banks should clearly define their hold level
before syndication efforts begin.” Generally, there is no prohibition in GAAP for a bank
changing its intent to sell. To comply with AL 99-4, however, sufficient documentation of the
bank’s reasons for changing its intent should be completed in a timely manner. This would
include the bank’s rationale for the change. It would also contain the bank’s analysis from a
credit- and interest-rate-risk perspective of how the intent change is consistent with the bank’s
overall risk management policies and procedures.

Question 5

Why is the bank’s intent during the commitment phase of the commercial loan commitment
important?

Staff Response

As noted previously, market-based impairment is only considered for accounting purposes when
the bank intends to sell the loan once funded.

Facts A bank has off-balance-sheet financial instruments, such as commitments to extend credit
to commercial customers and on home equity lines of credit for which the bank has charged a
commitment fee or other consideration. Under the terms of the agreement, the bank is obligated
to fulfill any draws made by the borrower on those commitments.

The bank also has commitments to extend credit that are cancelable at any time at the bank’s
discretion. An example is the credit lines in the bank’s credit card portfolio. Although the credit
lines are cancelable at any time, the bank typically fulfills charges or draws by the borrower on
these credit lines. Further, because borrowers with financial difficulty may draw down most or
all of their credit line before the bank identifies these difficulties, these lines often are
substantially funded.
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Question 6

When evaluating and estimating the credit losses associated with off-balance-sheet instruments,
should the bank include these commitments that are cancelable at the bank’s discretion?

Staff Response

Yes. If it is probable a bank will fund these commitments, regardless of whether they are
cancelable, then these commitments should be included in the bank’s written analysis. A bank’s
willingness to fund these commitments will vary and will be evaluated based on historical
experience of the bank’s practices and procedures.

ASC 450-20-25 requires recognition of a loss contingency when the loss is both probable and the
amount reasonably estimable. In this situation, the bank may conclude that it has a loss
contingency, because it typically funds these commitments and does not expect all of these
amounts to be repaid. Accordingly, the requirements of ASC 450-20-25 are met. As noted in
question 1, these ASC 450-20 loss contingencies associated with off-balance-sheet financial
instruments are required to be reported separately as other liabilities and are not included in the
ALLL.

Question 7

When would a loan commitment be recorded as a derivative in accordance with ASC 815-10-15?

Staff Response

ASC 815-10-15 defines a derivative as a financial instrument or other contract with the following
characteristics:

e It has one or more underlyings and one or more notional amounts or payment provisions or
both.

e It requires little or no initial net investment.

e Its terms require or permit net settlement or the equivalent thereof, it can be readily settled
net by means outside the contract, or it provides for delivery of an asset that puts the recipient
in a position not substantially different from net settlement.

Loan commitments typically satisfy the first two characteristics; however, certain loan
commitments may meet the net settlement provisions required by the last characteristic and
others may not.

ASC 815-10 provides additional guidance for accounting for loan commitments as derivatives. It
states that, notwithstanding the derivative characteristics just noted, potential lenders shall
account for loan commitments related to the origination of mortgage loans that will be HFS as
derivatives.
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ASC 815-10-15-69 also provides scope exceptions for commitments to originate mortgage loans
that will be held for investment and for commitments to originate other types of loans (i.e., other-
than-mortgage loans). Therefore, loan commitments not related to the origination of mortgage
loans that will be HFS are not subject to ASC 815-10 and are not accounted for as derivatives.
Rather, these commitments should be reported as “unused commitments” in the call report.

Question 8

What is the accounting for commitments to originate mortgage loans?

Staff Response

Commitments to originate mortgage loans that will be HFS are derivatives under ASC 815-10.
They must be accounted for at fair value on the balance sheet by the issuer, with changes in fair
value recorded in current period earnings. Commitments to originate mortgage loans that will be
held for investment are not accounted for as derivatives and therefore are not recorded at fair
value, unless the bank has elected to apply the fair-value option.

The initial fair value of a derivative loan commitment should be determined in accordance with
ASC 820-10. See Topic 11D. Fair Value Accounting for a discussion of ASC 820.

Question 9

How should a bank subsequently account for a loan commitment related to the origination of a
mortgage loan that will be HFS (i.e., a derivative loan commitment)?

Staff Response

Subsequent changes in the fair value of a derivative loan commitment (e.g., changes in fair value
attributable to changes in market interest rates) should be recognized in the financial statements
and call reports in earnings in the periods in which the changes occur.

A bank should report a derivative loan commitment at fair value as an “other asset” or an “other
liability” in its call report, based upon whether the individual commitment has a positive (asset)
or negative (liability) fair value.

Question 10

How should a bank estimate the fair value of a loan commitment related to the origination of a
mortgage loan that will be HFS (i.e., a derivative loan commitment)?

Staff Response

Observable market prices for derivative loan commitments generally are not available, as there is
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not an active market in which such commitments trade. As such, a bank generally should
estimate the fair value of these loan commitments using a valuation technique that considers
current secondary-market loan pricing information for comparable mortgage loans.

Based on the guidance in ASC 815-10-599-1, the expected future cash flows related to the
associated servicing of loans should be considered in recognizing derivative loan commitments.
This is consistent with ASC 860-50 and ASC 825-10-25; however, ASC 815-10-S99-1 also
indicates that no other internally developed intangible assets (such as customer relationship
intangible assets) should be recognized as part of derivative loan commitments.

In estimating the fair value of a derivative loan commitment, a bank must also consider the
probability that the derivative loan commitment will ultimately result in an originated loan (i.e.,
the “pull-through rate). Estimates of pull-through rates should be based on historical
information for each type of mortgage loan product adjusted for potential changes in market
conditions (e.g., interest rates) that may affect the percentage of loans that will ultimately close.

Question 11

May a bank use a single pull-through rate in estimating the fair values of all its loan
commitments related to the origination of mortgage loans that will be HFS (i.e., derivative loan
commitments)?

Staff Response

No. In general, the staff does not believe it is appropriate for a bank to use a single pull-through
rate in estimating the fair values of all its derivative loan commitments.

Numerous factors, including (but not limited to) the following, cause pull-through rates to vary:

The origination channel

The purpose of the mortgage (purchase versus refinancing)

The stage of completion of the underlying application and underwriting process
The time remaining until the expiration of the derivative loan commitment

As such, a bank should have sufficient granularity (i.e., stratification) in its pull-through rate
assumptions to ensure that it appropriately considers the probabilities that its derivative loan
commitments will result in originated loans.

Question 12

For call report purposes, how should pull-through rates be considered in reporting loan
commitments related to the origination of mortgage loans that will be HFS (i.e., derivative loan
commitments)?
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Staff Response

As indicated in question 8, pull-through rates should be considered in estimating the fair values
of derivative loan commitments to be reported in the call report. A bank should not consider
pull-through rates, however, when reporting the notional amount of derivative loan commitments
in the call report. Rather, a bank must report the entire gross notional amount of derivative loan
commitments.

Facts A bank maintains a mortgage operation that originates 1- to 4-family residential
mortgages to be sold in the secondary market under various loan programs. The bank chooses to
hedge its mortgage pipeline (i.e., its loan commitments related to the origination of mortgage
loans that will be HFS) through the use of best-efforts loan sale agreements.

Question 13

How should the bank account for this hedging strategy?

Staff Response

As discussed in questions 57, loan commitments related to mortgage loans that will be HFS are
derivatives. These commitments should be reported at fair value on the balance sheet with
changes in fair value included in earnings.

Best-efforts loan sale agreements must be evaluated under ASC 815-10-15 to determine whether
the agreements meet the definition of a derivative (refer to the characteristics of a derivative in
question 5). Best-efforts loan sales agreements that meet the definition of a derivative should
also be reported at fair value on the balance sheet with changes in fair value included in earnings.
If the best-efforts forward sale agreement does not meet the definition of a derivative, the
instrument would be considered an off-balance-sheet contract reported in Schedule RC-L of the
call report.

Question 14

How should a bank account for a loan purchase agreement for 1- to 4-family mortgage loans that
are closed by a correspondent in the correspondent’s name?

Staff Response

Regardless of whether the bank intends to hold the mortgage loans to be purchased under the
agreement for investment or resale, the bank must evaluate the characteristics of the loan
purchase agreement to determine whether the agreement meets the definition of a derivative
under ASC 815-10-15 (refer to the characteristics of a derivative in question 5). Loan purchase
agreements that meet the ASC 815-10-15 definition of a derivative should be reported at fair
value on the balance sheet.
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Question 15

When must banks recognize the change in fair value for commitments to purchase securities?

Staff Response

Banks must recognize the change in fair value of a commitment to purchase a security when the
commitment meets the ASC 815-10-15 definition of a derivative. This also pertains when the
bank has elected to account for the commitment at fair value under the ASC 825-10-25 FVO.
Commitments to purchase securities are accounted for as derivatives when the contracts allow
for net settlement or when the securities to be purchased are readily convertible to cash. For the
securities to be considered readily convertible to cash, quoted prices must be available in an
active market that can rapidly absorb the quantity held by the entity without significantly
affecting the price. Commitments to purchase securities that do not meet the accounting
definition of a derivative are accounted for only at fair value when the bank has elected the fair
value option or meets the criteria below.

For those commitments to purchase debt securities that are not accounted for at fair value, the
bank should consider the guidance in ASC 815-10-35-5. This guidance states that changes in the
fair value of forward contracts to purchase securities that will be accounted for as trading should
be recognized in earnings as they occur. Changes in the fair value of forward contracts to
purchase securities that will be accounted for as AFS should be recognized in other
comprehensive income unless the decline is considered other than temporary (in which case the
loss would be recognized in income). Additionally, changes in the fair value of forward contracts
to purchase securities that will be accounted for as HTM should not be recognized unless the
decline is considered other-than-temporary.
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2D. Origination Fees and Costs

Question 1

Does a bank have to apply ASC 310-20 if it does not charge loan origination fees?

Staff Response

Yes. ASC 310-20-25 requires that both net fees and costs be deferred and amortized. The fact

that the failure to adopt ASC 310-20-25 would lower income and lead to a “conservative”
presentation does not relieve the bank of its obligation to comply with GAAP.

Question 2

May a bank use average costs per loan to determine the amount to be deferred under
ASC 310-20-25?

Staff Response

ASC 310-20-25 provides for deferral of costs on a loan-by-loan basis. The use of averages is
acceptable, however, provided that the bank can demonstrate that the effect of a more detailed
method would not be materially different. Usually, averages are used for large numbers of
similar loans, such as consumer or mortgage loans.

Facts A bank purchases loans for investment. As part of those purchases, the bank incurs
internal costs for due diligence reviews on loans that were originated by another party (the
seller).

Question 3

May the bank capitalize these internal costs as direct loan origination costs?

Staff Response

No. The bank’s investment in a purchased loan or group of purchased loans is the amount paid to
the seller, plus any fees paid or less any fees received. Under ASC 310-20-25-23, additional
costs incurred or committed to purchase loans should be expensed. Furthermore, only certain
direct loan origination costs should be deferred under ASC 310-20-25-2. Because the loans have
been originated already by the seller, additional costs incurred by the buyer do not qualify as
direct loan origination costs.
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Question 4

ASC 310-20-35-2 requires that loan origination fees and direct loan origination costs be deferred
and accounted for as an adjustment to the yield of the related loan. How should these amounts be
amortized for balloon or bullet loans?

Staff Response

ASC 310-20-35 was designed to recognize the effective interest over the life of the loan. In
addition, accounting is based usually on the economic substance of a transaction when it differs
from the legal form. Therefore, the terms of the loan and the historical relationship between the
borrower and the lender must be analyzed.

The net deferred fees should be amortized over a normal loan period for that type of loan, if the
balloon repayment date is merely a re-pricing date. In such cases, additional fees to refinance the
loan generally are not charged or are nominal in amount. In substance, the balloon loan is
nothing more than a floating rate loan that re-prices periodically.

On the other hand, if the bank prepares new loan documentation and performs a new credit
review and other functions typical of funding a new loan, the old loan has essentially been repaid
at that date. In this case a fee is often charged on the refinancing. As a result, the net deferred
fees from the original loan should be amortized over the contractual loan period to the balloon
date, because the lender has, in substance, granted a new loan to the borrower.

Question 5

What period should be used to amortize fees and costs for credit card originations?

Staff Response

Credit card fees and related origination costs should be deferred and amortized on a straight line
basis over the period that the cardholder is entitled to use the card. This is consistent with

ASC 310-20-35-5. Normally, the customer is entitled to use the credit card for a period of one to
three years. In some cases, the actual period of repayment on advances from the card may exceed
that period. The amortization period is deemed to be the period that the cardholder may use the
card, however, not the expected repayment period of the loan.

Facts A bank has an outstanding unfunded letter of credit. It originally determined the chances
were remote that the letter of credit would be exercised. Accordingly, a portion of the
commitment fees was recognized as income. All remaining fee income was deferred, however,
after the bank concluded that the underlying obligor’s financial difficulties made it no longer
remote that the letter of credit would be drawn upon. Additionally, the bank has incurred
substantial legal fees to prevent future losses and assure collection on the letter of credit.
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Question 6

May those legal costs be offset against the unamortized deferred fee income?

Staff Response

No. Legal fees incurred by the bank for litigation should be expensed as incurred. Only legal fees
that represent the direct costs of originating the commitment may be offset against the deferred
fee income. ASC 310-20-35 requires fees and direct costs of originating a loan commitment to be
offset similar to loan origination fees and costs. Legal fees to recover or prevent potential losses,
however, are not direct costs of origination under ASC 310-20-25 and should be expensed as
incurred.

Question 7

A bank enters into an agreement with a related party, such as its holding company, to perform
certain loan solicitation and origination activities. How should these costs be accounted for?

Staff Response

These costs should be accounted for in the same manner as if they had been incurred by the
bank. Accordingly, if the costs meet the requirements of ASC 310-20-55 for capitalization, they
would be capitalized. All other lending-related costs should be expensed as incurred.

Facts In accordance with ASC 310-20-25-16, a bank capitalized net, direct origination costs
relating to credit card accounts. Subsequently, the bank identifies specific credit card accounts
and transfers the receivable balances (but not account relationships) to a revolving credit card
securitization trust, which is consolidated by the bank in accordance with ASC 810. The trust
issues certificates to third-party investors. The identified credit card accounts are assigned to the
trust such that if there are future balances and future collections of fees and finance charges,
those balances and collections will be transferred or remitted to the trust. The bank is limited in
its ability to remove specific accounts from the trust.

Question 8

How should the deferred origination costs be accounted for at the time of the first transfer?
Staff Response

Because the trust is consolidated under ASC 810-10, the credit card fees and costs should be
accounted for under ASC 310-20. The bank has transferred the receivable balances but not the

relationship that allows the customer to borrow funds. ASC 310-20-35 requires that credit card
fees (and expenses) be deferred and recognized over the period that the cardholder is entitled to
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use the card. In this context, ASC 310-20-25 considers the origination fees to be loan
commitment fees and requires amortization over the period that the cardholder may use the card.

Facts A bank originates $100 million of residential mortgage loans, which it intends to sell. It
charged loan origination fees totaling $2 million and incurred direct loan origination costs of
$1 million. The bank holds the loans for two months and sells them for $99.5 million.

Question 9

How should the bank account for its investment in the loans HFS?

Staff Response

The net fees or net costs related to these loans HFS are reported as part of the recorded
investment in the loans, the same as they would be for any other loans. Accordingly, the
recorded investment in the loans should be $99 million ($100 million less the net fees and costs
of $1 million). On loans HFS, the loan origination fees and direct loan origination costs are not
amortized, however. Consistent with ASC 948-310-25, these fees and costs are deferred until the
loan is sold.

Question 10

What should the bank record for the sale of the loans?

Staff Response

When the loans are sold, the difference between the sales price and the recorded investment in
the loans is the gain or loss on the sale of the loans. In this case, the bank would record a gain on
the sale of $500,000 ($99.5 million less $99 million). Because the bank was not amortizing the
loans’ origination fees and costs, the basis remains at $99 million until the loans are sold.

Question 11

What is the proper accounting treatment of net deferred loan fees associated with a loan that has
been charged off?

Staff Response

The deferred loan fees are recognized through the ALLL resulting in a reduction of the charge-
off. This is because the recorded investment in a loan includes principal, accrued interest, net
deferred loan fees or cost, and unamortized premium or discount. Consistent with

ASC 310-20-35-2, the deferred loan fees are accreted into income as a yield adjustment over the
life of the loan. At the time a loan is charged off, the unamortized deferred loan fees would
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effectively reduce the recorded investment in the loan and therefore the amount of the charge-
off.
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2E. Loans Held for Sale

For banks that have adopted ASU 2016-13
In June 2016, the FASB issued ASU 2016-13, “Financial Instruments — Credit Losses
(Topic 326): Measurement of Credit Losses on Financial Instruments.” See appendix A for
more information, including effective dates, on the ASU.

See Topic 12D for questions and answers regarding allowance for credit losses on loans which
have a different staff interpretation under Topic 326.

Question 1

What loans are covered under the “Interagency Guidance on Certain Loans Held for Sale” (the
interagency HFS guidance) included in OCC Bulletin 2001-15, “Loans Held for Sale:
Guidance”?

Staff Response
The interagency HFS guidance applies when

e an institution decides to sell loans that were not originated or otherwise acquired with the
intent to sell; and

e the fair value of those loans has declined for any reason other than a change in the general
market level of interest or foreign exchange rates.

Question 2
What loans are not covered under the interagency HFS guidance?
Staff Response

The interagency HFS guidance does not cover mortgage loans HFS that are subject to ASC 948
or other loans (or portions of them) originated with the intent to sell.

Facts A bank decides to sell a portion of a loan that is not considered impaired. Some negative
trends have developed, however, that have caused the loan’s fair value to decline. For example,
the industry sector has slowed down, and the borrower has recently experienced weaker financial
performance but not enough to warrant a downgrade on the loan. If there is no decision to sell,
the amount of the ALLL associated with this loan would not change.
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Question 3

What is the proper accounting for the portion of the loan to be sold?
Staff Response

Although the loan is not considered impaired, its fair value has declined because of credit quality
concerns. Once the decision to sell has been made, the portion of the loan to be sold should be
transferred to an HFS account at the lower of cost or fair value. Any reduction in value should be
reflected as a write-down of the recorded investment resulting in a new cost basis. This write-
down should be charged against the ALLL. To the extent that the loan’s reduction in value has
not already been provided for in the ALLL, an additional loss provision should be made to
maintain the ALLL at an adequate level.

Question 4

Should the bank also write down the portion of the loan remaining in the loan portfolio?

Staff Response

No, not necessarily. HFS accounting does not apply to the portion of the loan remaining in the
loan portfolio that the bank does not intend to sell. The need for any additional allowance or
write-down on the remaining portion of the loan should be evaluated in accordance with the
bank’s normal credit review, allowance, and charge-off policies.

Facts A bank has identified certain loans in its portfolio that it may sell in the future, but there
is no definitive sale plan or sale date. Although these loans are not considered impaired, the fair
value may be less than the carrying amount.

Question 5

Should adjustments be made to reflect any decrease in fair value?

Staff Response

No. If the bank has not made the decision to sell these loans, they should continue to be
accounted for as HFI and the recorded investment should be evaluated in accordance with the
bank’s normal credit review policies. HFS accounting is not applicable until the bank has made a
decision to sell the loans.

Facts A bank is targeting obligors or industries for exposure reduction in general, without
identifying a specific loan.
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Question 6

At what point should such loans be transferred to HFS?

Staff Response

A bank should transfer the loans to HFS and begin applying the interagency HFS guidance once

it has decided to sell the loans and identified the specific loans, or portions of loans, that it
intends to sell.

Facts Banks that syndicate loans will offer these loans periodically in the secondary market.
This may occur because of desirable pricing, or the bank’s needs to reduce outstanding balances
to allow for future transactions.

Question 7

Does the interagency HFS guidance imply that all syndicated loans are to be reclassified as HFS,
because in effect they remain HFS even after the initial distribution period has closed?

Staff Response

If syndicated loans are originated or acquired with the intent to sell all or at least a portion of the
loans, they do not fall within the scope of this guidance. All loans originated with the intent to
sell, however, are reported at the lower of cost or fair value.

Facts A bank purchased a loan at a premium, but its fair value has declined because of credit
quality 