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In accordance with your March 16,1993, request and based on discussions 
with your offices, this report provides information on the accounting 
changes made by two government-sponsored enterprises (GSES), the 
Federal Home Loan Mortgage Corporation (Freddie Mac), and the Federal 
National Mortgage Association (Fannie Mae), to adopt the American 
Institute of CertZed Public Accountants’ (AICPA) Statement of Position 
92-3, Accounting for Foreclosed Assets (SOP 923). SOP 923 was issued in 
April 1992 and was effective for the GSES as of December 31,1992. 

Freddie Mac and Fannie Mae are federally chartered, privately owned, 
for-profit corporations created by the Congress to ensure continuous 
nationwide availability of reasonably priced loans to home buyers. Our 
objectives were to (1) assess whether the accounting changes made by the 
GSES in adopting SOP 92-3 were in accordance with generally accepted 
accounting principles (GAAP), (2) estimate the changes’ effects on their 
respective loan loss reserves, and (3) estimate the changes’ effects on 
compliance with minimum capital requirements established by the Federal 
Housing Enterprises Financial Safety and Soundness Act of 1992. In 
addition, we considered the potential effects of accounting guidance 
issued by the Financial Accounting Standards Board (FASB) in May 1993 
that partially conflicts with sop 92-3 relative to recognizing selling costs. 
This new guidance, which was issued subsequent to the GSES' adoption of 
new accounting policies under SOP 92-3, is effective for the GSES beginning 
in January 1995. 

Results in Brief The accounting changes made by the GSES to recognize selling and other 
costs for foreclosed property as expenses after foreclosure instead of 
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including such costs as part of provisions for loan losses are supportable 
under SOP 92-3 and were in accordance with GAAP. 

Due to the changes in accounting policy, the GSES' loan loss reserves are 
now available to cover losses of loan principal’ only, whereas, before the 
changes, reserves were intended to be adequate to also cover selling and 
other costs. As of December 31,1992, estimated accumulated selling and 
other costs of approximately $251 million at Freddie Mac and $425 million 
at Fannie Mae were included in loan loss reserves. The GSEs chose to 
retain these amounts in the reserves upon the adoption of SOP 92-3, thus 
increasing the reserve amounts available to offset principal losses. If the 
GSES determine that loan loss reserves exceed the amounts needed for 
principal losses, the GSES could reduce the level of loan loss reserves. 
However, due to the flexibility of GAAP in the area of determining loan loss 
reserves, the future effects of the accounting changes on these reserves 
cannot be reliably determined. 

Because the GSES did not reduce loan loss reserves upon adoption of SOP 
923, their ability to comply with the act’s minimum capital requirements 
was not affected. Fluctuations in loan loss reserves can affect net income 
and, therefore, the capital available to comply with minimum capital 
requirements. However, even if the GSES decreased their current reserve 
levels by the maximum amount that could theoretically be justified by the 
accounting changes, their ability to comply with the minimum capital 
requirements would not increase significantly based on the available 
capital levels as of December 31,1992 and 1993. 

The AICPA is now considering questions that have arisen relating to 
conflicts between SOP 92-3 and other guidance recently issued by FASB 
concerning the timing of recognizing selling costs on financial statements. 
The new accounting guidance requires creditors to recognize selling costs 
as part of loan loss reserves for certain types of loans and, therefore, could 
require at least a partial change back to the GSES’ previous accounting 
policy of recognizing selling costs when estimating loan loss reserves. This 
change could result in inconsistent accounting for selling costs since 
certain types of loans guaranteed by the GSES are not subject to the new 
accounting guidance. We are making recommendations to the AICPA and 
FASB to address this potential inconsistency in the accounting guidance. 

‘For purposes of this report, the term losses of loan principal also includes any related accrued 
interest. 
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Background purchasing and/or securimg2 mortgages from lenders, thus replenishing 
the lenders’ funds for making additional loans. These GSES issue debt and 
equity securities as well as mortgage-backed securities for which they 
guarantee the payment of principal and interest These operations provide 
a secondary market for the purchase and sale of mortgage loans. 

Like any private financial firm , the GSES are subject to financial risks. 
These risks include losses arising from borrowers failing to repay their 
loans, losses from changes in interest rates, and losses from poor 
management decisions and unfavorable business conditions. Unlike 
federally insured financial institutions, the federal government does not 
guarantee payment of any of the GSES' liabilities. We concluded in a 
previous report that government supervision of the GSES' risk-taking 
activities and establishment of minimum capital levels were appropriate 
considering the size of the GSES' financial obligations, their public policy 
purposes, and the probability that the federal government would assist a 
financially troubled enterprise.3 

The Federal Housing Enterprises Financial Safety and Soundness Act of 
1992 was enacted to reduce the risk of the GSES'  failure. While it was 
recognized that the GSES posed a low risk of insolvency when the 
legislation was passed, the act required increased federal regulatory 
oversight and established minimum and risk-based4 capital levels to 
provide taxpayer protection. The act requires the amounts used to 
measure compliance with its various capital requirements to be 
determined in accordance with GAAP. 

Loan loss reserves are established to provide for estimated losses resulting 
from problem loans. At any given date, loan loss reserves should be 
adequate to cover both speciiically identified loss exposures as well as 
other inherent6 loss exposures in the portfolio. Appropriate levels of loan 
loss reserves are critically important for investors, auditors, and regulators 

%ecmiti ing refers to the process of converting loana or dher assets into marketable securities for 
sale to investors. 

%ovemmentSponsored Enterprises: The Government’s Exposure to Risks (GAO/GGD-9097, 
August 15, 1990). 

‘Currently, only minimum capital requirements are in effect. The act did not specify detailed risk-based 
capital requirements, but rather required the Office of Federal Housing Enterprise Oversight to set 
these detailed requirements by regulation These regulations are expected to be issued by the end of 
1994 and will become eff&.ive upon issuance. 

%herent losses exist when events or conditions have occurred that will ulthnately result in loan 
losses, but are not yet apparent in individual loans. 
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when evaluating the financial condition of the GSEs and the quality of the 
loan portfolios. Loan loss reserves should be periodically reviewed by 
management for adequacy in light of the current condition of the loan 
portfolio. If management determines that loan loss reserves are either 
inadequate or excessive, the reserves should be adjusted through the loan 
loss provisions reflected in the income statement. When a loan is 
determined to be uncollectible, the amount of the loss should be charged 
off against the reserve, thus reducing the amount of the reserve reflected 
on the balance sheet, 

Expenses related to loan losses and foreclosed assets include foreclosure, 
holding, and selling costs. Foreclosure costs include legal fees and other 
costs to acquire the title to the property pledged as collateral for the loan. 
Holding costs include property taxes, hazard insurance, and costs to 
maintain the property. If the property is a rental property, operaGng costs, 
net of operating income, may also be included in holding costs. Selling 
costs include sales commissions and other costs to dispose of the 
property. 

GeneraIly accepted accounting principles allow for a wide range of 
acceptable alternatives as to when expenses related to loan losses and 
foreclosed assets should be recorded. The AICPA issued SOP 92-3 to reduce 
the inconsistencies and diversity in accounting for foreclosed assets that 
existed in the accounting literature and practice. Under SOP 923, 
foreclosed assets are to be carried at the lower of fair value minus 
estimated selling costs, or cost. The cost of a foreclosed asset is defined in 
SOP 923 as its fair value as of the date of foreclosure. The fair value of an 
asset, as used in SOP 92-3 and other existing accounting standards, is the 
amount that a creditor could reasonably be expected to receive for the 
asset in a current sale between a willing buyer and a willing seller. This 
valuation does not include consideration of holding costs. 

The term loan loss reserves is used in this report to refer to both loss 
reserves for loans owned by the GSES as well as the GSES’ liabilities for 
losses on sold/securitized loans (loans underlying mortgage-backed 
securities whose payments to investors are guaranteed by the GSES). 

Scope and 
Methodology 

To assess the accounmg changes made and the effects of the changes, we 
met with representatives of Freddie Mac and Fannie Mae and their 
independent auditors. We reviewed financial statements and other 
information provided by the GSES. Although we did not independently 
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verify this documentary and oral information, we did consider the 
information’s consistency. We did not consider the adequacy of the GSES’ 
loan loss reserves. 

To evaluate whether the accounting changes were in accordance with 
GAAP, we reviewed the accounting literature listed in appendix I. Eased on 
our understanding of SOP 92-3, we assessed the GSES’ rationales for making 
the accounting changes. To confirm our understanding of SOP 92-3, we 
asked the AICPA about the statement’s requirements regarding the timing of 
selling cost recognition. We discussed the AICPA’S responses to our 
questions with AICPA staff and the GSES’ representatives. We discussed the 
relationship between guidance on recognizing selling costs in financial 
statements provided in SOP 92-3 and in the FASB’S Statement of F’inancial 
Accounting Standards no. 114, Accounting by Creditors for Impairment of 
a Loan (SFAS 114) with staff from the AICPA and FASB.’ 

To determine the accounting changes’ effects on compliance with 
minimum capital requirements, we reviewed the Federal Housing 
Enterprises F’inancial Safety and Soundness Act of 1992 and analyzed the 
accounting changes’ potential effects on loan loss reserves and capital. 

We conducted our work from May 1993 through February 1994 in 
accordance with generally accepted government auditing standards. The 
GSES, AICPA, and FASB provided comments on a draft of this report These 
comments are discussed in the “Agency Comments and Our Evaluation” 
section and are reprinted in appendixes II through V. We have 
incorporated their views where appropriate. 

Accounting Changes The GSES told us they changed their methods of accounting for foreclosure, 

Were in Accordance 
With GAAP 

holding, and selling costs related to problem loans to comply with certain 
provisions of SOP 92-3. Changing an accounting policy to comply with new 
authoritative accounting guidance meets the GAAP criteria for making an 
accounting change. While the stated scope of SOP 92-3 does not extend to 
loan loss reserves, implementation of the statement resulted in a change in 
the types of costs to be covered by the GSES’ loan loss reserves. We believe 
the GSES’ position that language in the appendix of SOP 92-3 required these 

6FAsB is the primary accounting rule settiig body that promulgates accounting principles, commonly 
known as GM, for private sector financial reporting. The AICPA may also issue GAAP accounting 
and auditing guidance to facilitate use of accounting rules and fmamcial statement presentations and 
audits. If more than one accounting principle exists that could apply to a particular situation, the 
principle that is considered to have general acceptance under the hierarchy established for making 
these determinations should be followed. 

Page 6 GAOIAIMD-94-76 Government Sponsored Enterprises 



B-266619 

accounting changes is reasonable and, therefore, that the GAAP criteria for 
making such a change was met. 

Before the accounting changes, the GSES’ loan loss reserves included 
provisions for estimated losses of loan principal and foreclosure, holding, 
and selling costs associated with foreclosed assets to be received in 
satisfaction of delinquent loans. These amounts were included in loan loss 
reserves when these losses were considered probable and reasonably 
estimable. As a result of their new accounting method, GSES’ loan loss 
reserves are only to be used to absorb losses of loan principal. Foreclosure 
and holding costs are to be recognized in financial statements as an 
expense when these costs are incurred, and estimated selling costs are to 
be recognized immediately after foreclosure. This timing change results in 
the GSES recognizing selling and other costs for groups of loans under the 
new accounting policy approximately 1 year later than under the previous 
accounting polic~.~ Under the new accounting policy, selling and other 
costs are recognized through a direct charge to income after foreclosure 
rather than as part of the loan loss provision. 

Although more than one acceptable accounting policy or method may 
exist for recording a particular type of transaction, Accounting Principles 
Board Opinion no. 20 Accounting Changes (APB 20) requires similar types 
of transactions to be accounted for consistently. APB 20 states that after ;tn 
entity adopts an acceptable accounting method, a change to another 
acceptable method may only be made if the entity can justify that the new 
accounting method is preferable to the previous method. A  change 
required by a statement of position issued by the AICPA or a new FASB 
statement is considered adequate justification for an accounting change 
under APB 20. 

The GSEs’ management and their independent auditors told us that the 
accounting changes made for foreclosure, holding, and selling costs were 
required by SOP 923 and, therefore, met the criteria for making an 
accounting change under APB 20. While foreclosure and holding costs are 
not directly addressed by SOP 923, there is a clear implication that 
foreclosure and holding costs should not be included in valuation reserves 
prior to foreclosure. SOP 92-3, paragraph A-12, requires that immediately 

?The initial timing difference of approximately 1 year was offset to the extent that selling and other 
costs provided for in loan loss reserves under the previous accounting policy were also subsequently 
charged directly against net income after foreclosure under the current accounting policy. These costs 
relate to problem loans identified during the year the GSEs adopted SOP 92-3. On an ongoing basis, 
this timing difference is likely to affect net income only to the extent that selling and other costs 
fluctuate significantly from period to period. 
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after foreclosure, foreclosed assets be valued at fair value less selling 
costs. Since SOP 92-3 essentially defines fair value to be the expected sales 
price of an asset, recognizing foreclosure and holding costs as part of loan 
loss provisions and including these costs in valuation reserves prior to 
foreclosure would not appear to be appropriate. This treatment of 
foreclosure costs also is consistent with Statement of Financial 
Accounting Standards no. 15, Accounting by Debtors and Creditors for 
Troubled Debt Restructurings (SFM 15), paragraph 38, which requires 
foreclosure costs to be expensed when incurred (that is, after foreclosure 
commences). 

The GSES stated that SOP 92-3 also established a requirement that selling 
costs are to be recognized after foreclosure, thus requiring the accounting 
changes to be made for recognizing these costs. This position is based on 
paragraph A-12 in the appendix of SOP 92-3 which states that “immediately 
after foreclosure, a valuation allowance related to foreclosed assets held 
for sale should be recognized for estimated costs to sell through a charge 
to income.” 

Notwithstanding this language in SOP 923, the McPA, in response to our 
inquiry, stated that the scope of SOP 923 is l imited to accounting for 
foreclosed assets after foreclosure and does not extend to accounting for 
loan loss reserves. When we highlighted the requirements of paragraph 
A-12, AICPA staff responded that although some readers may conclude that 
SOP 92-3 implies that selling costs are no longer to be included in the 
calculation of loan loss reserves, SOP 92-3 was not intended to address this 
issue. 

SOP 92-3 provides for consistent accounting for foreclosed assets, however, 
the requirements of paragraph A-12 of the statement appear to be focused 
on entities that did not include selling and other costs in loan loss reserves 
prior to foreclosure. Where these costs were not included, such entities’ 
loan loss reserves would not be affected by adopting SOP 92-3, consistent 
with the statement’s stated scope. However, the ramifications of the 
language in paragraph A-12 for entities, such as the GSES, whose previous 
policy was to include selling and other costs in loan loss reserves do not 
appear to have been fully considered by the AICPA prior to issuing SOP 923. 

Although the GSES’ implementation of SOP 92-3 for foreclosed assets 
affected their accounting for loan loss reserves which FASB and the AICPA 
stated is beyond the scope of SOP 923, we believe that the GSES' application 
of the statement is reasonable and in accordance with GAAP. 
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1 

Accounting Changes’ While the initial effects of the accounting changes on loan loss reserves 

Future Effects on 
can be reasonably estimated, the future effects cannot be reliably 
predicted. Broad accounting standards provide flexibility with regard to 

Loan Loss Reserves 
Cannot Be Reliably 
Determ ined 

establishing and maintaining loan loss reserves and do not provide 
benchmarks against which to measure the future impact of this change. 

Based on information provided by the GSES, as of December 31,1992, loan 
loss reserves at Freddie Mac and Fannie Mae included approximately 
$261 million and $425 million, respectively, for estimated accumulated 
selling and other costs that will no longer be used to absorb these costs 
under the new accounting policies. These amounts, which were estimated 
using the GSES’ historical experience, represented approximately 
32 percent and 66 percent of the GSES’ respective loan loss reserves as of 
December 31,1992. The GSES chose to substantially retain these amounts 
in the reserves upon the adoption of SOP 92-3, thus increasing the reserves 
available as of December 31, 1992, to offset principal losses.8 

All else being equal, the GSES’ future loan loss reserve levels could 
theoretically be lower under the new method than under the old method, 
because reserves no longer must include estimated selling and other costs. 
However, GM allows a broad range of acceptable loan loss reserve 
approaches and flexibility in maldng management judgments about the 
appropriate level of reserves.g This flexibility in current GAAP does not 
permit us to reliably determiue the future effects of the accounting 
changes on the GSES’ loan loss reserves. We are currently analyzing the 
effects of broad accounting standards for establishing loan loss reserves at 
banks and other financial institutions and will be reporting on this work 
during 1994. 

Wthough no overall reductions in loan loss reserves were made as of December 31,1992, the GSEs 
estimated that their loan loss provisions for 1992 were less than they otherwise would have been in 
anticipation of the accounting change. The estimated reductions were $16 million for Freddie Mac and 
$10 million for Fannie Mae. However, the GSEs stated that GAAP would have allowed thii flexibility 
even in the absence of the accounting change. 

DGAAP allows the use of management judgment to estimate a range of probable losses and to choose 
an amount within thii estimated range. Unless one loss amount in the range is a better estimate than 
any other amount, the minimum amount of the range should be recorded. However, management has 
flexibility in determining the range of probable losses. For future periods, GAAP does not require 
maintaining a consistent level of loss reserves relative to the range of possible losses, such as either 
the center or top quarter of the range, thus allowing for additional flexibility if no one amount in the 
range is a better estimate than any other. 
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Accounting Changes 
Did Not Significantly 

under the act was not affected at the date of the accounting change, since 
no adjustments to reserves were made at adoption. Any future 

Impact GSEs’ Ability adjustments to reserve levels resulting from the accounting changes would 

to Meet M inimum affect capital and, therefore, the GSES’ ability to meet the act’s minimum 

Capital Requirements 
capital requirements. However, even if the GSES decreased reserves by the 
maximum amount that could theoretically be justified by the accounting 
changes, their ability to comply with the minimum capital requirements 
would not increase significantly based on the available capital levels as of 
December 31,1992 and 1993. 

The GSES are required to maintain a level of capital sufficient to meet the 
minimum capital requirements specified in the act. As specified in the act, 
the required level of minimum capital is determined for each GSE based on 
specific percentages of the assets included in their respective balance 
sheets, outstanding guaranteed mortgage-backed securities, and any other 
obligations not included in their balance sheets, such as commitments to 
purchase loans or sell mortgage-backed securities. The amount available 
to comply with the minimum capital requirements is referred to as core 
capital. Core capital is the stockholders’ equity shown on the GSES’ 
financial statements and must be determined in accordance with GAAP. 

As of December 31, 1992, the time of the accounting changes, core capital 
available to comply with minimum capital requirements was $3.6 billion 
and $6.8 billion for Freddie Mac and Fannie Mae, respectively, and the 
GSES stated that they were in compliance with the minimum capital 
requirements. lo As previously noted, loan loss reserves at Freddie Mac and 
Fannie Mae included approximately $251 million and $425 million, 
respectively, for estimated selling and other costs as of December 31,1992. 
Had the GSES determined at that time that all or some of these additional 
amounts were not needed to offset estimated principal losses, it would 
have been permissible to reduce reserves by those amounts or a portion 
thereof, thus increasing core capital. The GSES did not choose to make any 
substantial reductions in reserves at the time of the changes, but could do 
so in the future by reducing loan loss provisions from what they otherwise 
would have been absent the accounting changes. 

The amount of the periodic loan loss provision can fluctuate for a number 
of reasons-changes in the economic climate, newly identified risk 
exposures, differences in loan underwriting standards, the size of the loan 

‘@The GSEs’ regulator stated that the GSEs complied with the applicable minimum capital 
requirements as of June 30, 1993, in its first report. 
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portfolio, and, as previously discussed, flexibility afforded management 
under GAAP. Aside from these types of reasons, the GSES' loan loss 
provisions could fluctuate as a result of the accounting changes for two 
reasons. First, since the GSES have adopted a policy that loan loss 
provisions no longer include selling and other costs, they will, by 
definition, be lower than under the previous method. However, the impact 
of these reduced loan loss provisions on net income and core capital is 
likely to be substantially offset by the direct expensing of selling and other 
costs as they are incurred. Second, to the extent that the GSES determine 
that the $251 million and $425 m illion in additional amounts included in 
their reserves for principal losses (or a portion thereof) are not needed, 
they could reduce reserves through reductions in loan loss provisions. 
Increases in net income resulting from this second type of reduced loan 
loss provisions would increase the amount of core capital available to 
comply with the minimum capital requirements. 

The maximum amount of any potential loan loss reserve reductions 
related to the accounting changes would be the estimated accumulated 
selling and other costs of approximately $251 million at Freddie Mac and 
$425 million at Fannie Mae as of December 31,1992. If such maximum 
reductions were made, core capital would have increased by 4.9 percent 
and 4.3 percent at Freddie Mac and Fannie Mae, respectively, as of 
December 31,1992, assuming a 31 percent effective tax rate. As of 
December 31,1993, such reductions would have increased core capital by 
3.9 percent and 3.6 percent for Freddie Mac and Fannie Mae, respectively. 

Based on these capital levels, the maximum estimated reduction of the 
loan loss provision as of December 3 1, 1992, would not significantly affect 
the GSES' capital available for compliance with minimum capital 
requirements. However, as previously stated, the actual amount, if any, of 
subsequent reductions in loan loss reserves resulting from the accounting 
changes cannot be reliably estimated given the flexibility of accounting 
rules for determining loan loss reserves. 
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New Accounting 
Guidance Conflicts 
W ith SOP 923; 
Inconsistent 
Accounting May 
Result 

After the GSES adopted SOP 923, the FASEI issued Statement of Financial 
Accounting Standards no. 114, Accounting by Creditors for Impairment of 
a Loan. Guidance in SFAS 114 concerning the timing of when selling costs 
are to be recognized conflicts with SOP 923. Implementation of SFAS 114 by 
the GSES could require a change back to the previous accounting method 
for selling costs for certain loans when it becomes effective in 
January 1995. As SFAS 114 does not apply to all loan types, its 
implementation by the GSES could result in inconsistent treatment of 
selling costs between loan types. 

SFAS 114 states that costs to sell collateral related to impaired loans should 
be included in any necessary loan loss provisions and reserves if these 
selling costs are expected to reduce the cash available to repay or 
otherwise satisfy a loan. This treatment conflicts with SOP 92-3, paragraph 
A-12, which states that selling costs should be recognized immediately 
after foreclosure. When effective, SFAS 114 will be the accounting principle 
that is considered to have general acceptance under the hierarchy of 
generally accepted accounting principles established by the AICPA for loans 
that are subject to its provisions. SFAS 114 specifically excludes large 
groups of smaller-balance homogeneous loans that are collectively 
evaluated for impairment, such as single family, residential mortgage 
loans, and, therefore, is likely to apply only to the GSES’ multifamily 10ans.~~ 
SOP 92-3 w-ill continue to apply to selling costs for foreclosed assets 

related to single family loans. 

For accounting purposes, selling costs related to single family loans and 
multifamily loans are similar types of transactions that, considering the 
GAAP concept of consistency, should be accounted for in the same manner. 
For both types of loans, costs incurred to sell the collateral property will 
reduce proceeds available to repay the loan. The GSES have historically 
accounted for selling costs for all loan types consistently. 

Inconsistent accounting for selling costs could result when SFAS 114 
becomes effective for the GSES beginning in January 1995. When SFAS 114 is 
adopted, selling costs related to collateral for multifamily loans should be 
recognized as part of setting loan loss reserves that generally are 
estimated for troubled loans before foreclosure. However, estimated 
selling costs related to collateral for single family loans could be 
recognized immediately after foreclosure. This accounting treatment 
draws a false distinction between similar costs and is not consistent with 

“The GSEs’ mortgage loan portfolios consist of both single family residential loans as well as 
multifamily loans. Multifamily loans are loans secured by residences consisting of more than four units 
(that is, apartment buildings). Single family loans are secured by residences of one to four units. 
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GA&S explicit presumption that there is to be consistency in accounting 
for similar transactions. 

The AICPA is currently studying whether conflicts exist between SOP 92-3 
and SFAS 114, However, even if the AICPA removes the requirement to 
recognize selling costs through a charge to income immediately after 
foreclosure, inconsistent accounting treatment for selling costs could still 
exist because of FASB’S exclusion of large groups of smaller-balance 
homogeneous loans from SFAS 114. 

Conclusions The GSES' interpretation of paragraph A-12 of SOP 923, which we believe is 
reasonable, affected the types of costs included in loan loss reserves-an 
area that is not specifically addressed by the AICPA’S scope of accounting 
for foreclosed assets. W ithout clarifi~on, the language in this paragraph 
could result in applications of the statement that differ from the AICPA’S 
stated scope. 

Although SOP 92-3 provides for consistent accounting for foreclosed assets, 
inconsistent accounting for selling costs may resuh when FASB’S SFAS 114 
becomes effective. Paragraph A-12 of SOP 923 confhcts with SFAS 114 
regarding the timing of recognizing selling costs for certain types of 
impaired loans when setting loan loss reserves. Unless the AICPA promptly 
clarifies SOP 92-3 to eliminate this conflicting guidance, further accounting 
changes and confusion may result during the period prior to the effective 
date of SFAS 114. 

When effective, SFAS 114 will be the accounting principle of general 
acceptance under the GAAP hierarchy of accounting standards for loans 
that are included in its scope, thus partially resolving this conflict. 
However, because SFAS 114 only affects loans that are within its stated 
scope, selling costs for all loan types rnw not be accounted for 
consistently. This type of inconsistent accounting for similar transactions 
diminishes the usefulness, consistency, and comparability of financial 
statements. Close coordination between the AICPA and FASB, consideration 
of consistency in accounting for similar transactions, and a comprehensive 
view of any potential ramifications are critical for developing any further 
guidance in this area 

Recommendations To improve the consistency in accounting for selling costs related to 
foreclosed assets and to clarify ambiguities in current accounting 
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literature that may lead to results that differ from standards setters’ 
intentions, we recommend that: 

. The AICPA revise paragraph A-12 of sop 92-3 by eliminating language which 
implies that selling costs cannot be recognized as part of loan loss 
reserves. Additionally, guidance for applying this revision of SOP 92-3 
should specifIcally address the appropriate accounting treatment for 
entities that originally made accounting changes to adopt SOP 923 based 
on paragraph A-12 that resulted in delaying selling cost recognition until 
after foreclosure. 

+ FASB and the AICPA work together to establish consistent guidance for 
recognizing selling costs for loan types not included in the scope of SFAS 
114. 

Agency Comments 
and Our Evaluation 

Freddie Mac, Fannie Mae, the AICPA, and FASB staff provided written 
comments on a draft of this report These comments are presented and 
evaluated in appendixes II through V. Freddie Mac and Fannie Mae agreed 
with our conclusions regarding their interpretation and adoption of SOP 
923 and its effect on their loan loss reserves and their ability to comply 
with minimum capid requirements. The AICPA and FASB staff disagreed 
with the GSES’ interpretation of SOP 92-3 as applied to loan loss reserves 
and the timing of recognizing selling costs, However, they believed that 
any ambiguity would be ehminated when the proposed FASB statement, 
Accounting for the Impairment of Long-Lived Assets is issued. 

FASB staff and the AICPA commented that the scope of SOP 92-3 was l imited 
to accounting for foreclosed assets after foreclosure and did not extend to 
accounting for loan loss reserves and the recognition of estimated loan 
loss expenses prior to foreclosure. While we do not take issue with FASB 
and the AICPA on what the stated scope of SOP 92-3 is, the specific language 
of paragraph A-12 resulted in a broader interpretation. The GSES and their 
independent public accountants interpreted paragraph A-12 to require 
recognition of selling costs after foreclosure, thus precluding recognition 
before foreclosure. We believe the GSES’ interpretation and implementation 
of the SOP was reasonable in light of the specific language in paragraph 
A-12 of the appendix to the SOP. 

FASB staff and the AICPA stated that any ambiguity caused by paragraph 
A-l 2 should be resolved when sop 92-3 is effectively superseded by a 
proposed FASB statement, “Accounting for the Impairment of Long-Lived 
Assets,” and, therefore, that revision of the SOP is not needed. We agree 
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that the proposed FASB statement, if adopted, would effectively supersede 
SOP 92-3 since the FASB statement is ranked ahead of the SOP in the GAAP 
hierarchy. However, since the proposed statement does not explicitly 
supersede SOP 92-3, uncertainty remains whether financial statement 
preparers who applied SOP 92-3 will now look to the FASB statement Also, 
until the FASB statement is adopted (proposed for 1995) others may 
interpret SOP 92-3 differently than intended. Further, for these same 
reasons, we believe there is uncertainty whether the proposed FASB 
statement will remove the direct conflict between the sop and SFAS no. 114 
with regard to the requirements for the timing of recognizing selling costs, 
since the proposed FASB statement is silent on this issue. Therefore, we 
believe the AICPA should issue clarifying guidance as we recommended. 

Regarding our recommendation to provide consistent accounting guidance 
for recognizing selling costs related to collateral for loan types that are not 
included in the scope of SFAS 114, FASB staff stated that excluding large 
groups of smaller-balance homogeneous loans that are collectively 
evaluated for impairment from SFAS 114 was essentially a cost/benefit 
consideration but that entities are free to apply SFAS 114 to every loan. We 
did not intend that consistency in recognizing selling costs be achieved 
through applying ah of the requirements of SFXS 114 to smaller-balance 
homogeneous loans, but rather that the requirement to recognize selling 
costs as part of loan loss reserves be specifically extended to all loan 
types. This extension could be accomplished by an amendment to SFAS 114 
with regard to this specific item or issuance of other interpretive guidance 
by FASB or the AICPA As we recommended, FASB and the AICPA should work 
together to adopt accounting rules to achieve consistency in recognizing 
selling costs. 

We are sending copies of this report to the Ranking Minority Members of 
your committees, the Office of Federal Housing Enterprise Oversight, the 
Federal Home Loan Mortgage Corporation, the Federal National Mortgage 
Association, the American Institute of Certified Public Accountants, and 
the Financial Accounting Standards Board. Copies will also be made 
available to others upon request. 
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Please contact me at (202) 512-9406 if you or your staffs have any 
questions concerning this report. Major contributors to this report are 
listed in appendix VI. 

Robert W . Gra&ing 
Director, Corporate Financial Audits 
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Relevant Accounting Literature 

The following accounting literature was reviewed during this assignment: 

American Institute of CPAs, Statement of Position 923 Accounting for 
Foreclosed Assets 

Accounting Principles Board Opinion no. 20 Accounting Changes 

FAFB Interpretation no. 20 Reporting Accounting Changes Under AICPA 

Statements of Position (an interpretation of MB Opinion no. 20) 

FASB Statement of Financial Accounting Standards no. 114 Accounting by 
Creditors for Impairment of a Loan 

FASB Statement of Financial Accounting Standards no. 5 Accounting for 
Contingencies 

FASB Interpretation no. 14 Reasonable Estimation of the Amount of a Loss 
(an interpretation of Fast Statement no. 5) 

FASB Statement of Financial Accounting Standards no. 15 Accounting by 
Debtors and Creditors for Troubled Debt Restructurin~?s 

FASB Statement of Financial Accounting Standards no. 111 Rescission of 
FASB Statement No. 32 and Technical Corrections 

AICPA Industry Audit Guide Audits of Banks 

AICPA Audit and Accounting Guide Audits of Savings Institutions 
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Comments From the Federal Home Loan 
Mortgage Corporation 

Mil&eU JJdt 
Vi Resident 
Gwcmmmt and lndurtry rteMcm 
(2w2) 434-s6cm 
1101 PennrylvanL Ave.. NW She 950 
PO Eon 37347 

March 25,1994 

w*chingLon, DC 20077.7347 

Mr.ROktW.GEUUliUg 
Director, corpomte Piial Audits 

zz 
Accounting Information Management Division 

Mac 
united states General AcwuIlting ofrim 
Wruhington, D.C. 20548 

----_ - 

--- 

Most signif~candy, Freddie Mac lgreos with GAO’s concfusion that Freddie Mac’s 
application of the American Institute of CertiW Public Accountauts’ Statement of 
Position 92-3, ‘Accounting for Pore&Wed Ass&s” (SOP 92-3), is reasonable and that 
P&die Mac’s application of SOP 93-2 is in ~WW&UEC with bdY acoepted 
acwunting principles (“GASP”). Siily, R&lie Mac agrees with GAO’s conclusicm 
that the adop4.h of SOP 92-3 did uot signitldy aRti Freddie Mac’s abiity to comply 
with minimum capital requifauwts establiahccl under the Federal Housing Ente@scs 
Fiicial Safety ad Soundness Act of 1992 hecause the amounts in question arc small 
compared to F&die Mac’s capital base. 

Again, WC appreciate having had the opportunity to pticipak in discussions with GAO 
staff regarding this accounting issue and its pmiik implications. 
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Comments From the Federal National 
Mortgage Association 

March 25, 1994 

e 
-b FannieMae 

Mr. Robert W. Gramling 
Director, Corporate Financial 

Audits 
U.S. General Accounting Office 
441 C Street, NW 
Washington, DC 20548 

Dear Mr. Gramling: 

Thank you for the opportunity to review and comment on your report, 
“Government Sponsored Enterprises: Freddie Mac’s and Fannie Mae’s 
Accounting for Costs of Foreclosed Property’ (GAOIAIMD-94-7s). 

We concur with the basic conclusions in this report, and in particular the 
findings that Fannie Mae followed generally accqted accounting principles in 
adopting AICPA Statement of Position NO. 92-3 and that adoption of that 
statement will not have a significant effect on Fannie Mae’s ability to meet 
minimum capital requirements. 

Sincerely, 
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Comments From the Financial Accounting 
Standards Board Staff 

Note: GAO comments 
supplementing those in the 
report text appear at the 
end of this appendix. 

Fhanclal Acwunthg Standards Ebard 
401 Msrrtlt7. P.0 Boa 5116. Norwalk. Ccnnect,cut 066555116 1 203-6474700 

Fax: 203-849-9714 0 l & 

March 22, 1994 

Mr. Roben W. Gramling, Director 
Corporate Financial Audits 
Accoundng and Information Management Division 
United States General Accounting Office 
Washington, DC 20548 

Depr Bob: 

1 am writing in response to your Her dated March 10, 1994 requesting comments by 
MITCH 25, 1994 on a GAO Dti Report, Gowmmen~ $wnsored Enferprkes: Freddi 
Mnc’smdF~ieM~~RccovnlingfwCoslsofForecl~dProperty. 

The FASB staff bus reviewed the GAO DraA Report and prepared the endosed 
memorandum of comments about it. The FASB’s nomud process for commenting on such 
a draft submitted for FASB review includes circulating a copy of the document and a draft 
ofthe proposed comments to all Board members and senior staff for review and comment 
prior to sending a formal response. That has no: been possible in this case, to meet your 
deadline for comments, due to the Board’s existing commitments. During this week, aU 
Board members and most of the senior staff will be holding two days of public hearings in 
Norwalk, CT, a one day public Board meeting, a meeting of the Emerging hues Task 
Force, and two days of public hearings in San Jose, CA plus traveling &om Connecticut to 
California and back. Given those commitments, I have decided to provide the enclosed 
FASB staff comments to you without the Board’s normal review process. Accordingly, 
the enclosed memorandum contains the views of staff members who reviewed the Drs& 
Report and their views only. In any event, the Board takes formal positions on accounting 
matters only afIer appropriate due process. 

Please feel free to contact J. T. Ball of the FASB staff if you have any questions on the 
enclosed memorandum or this letter. If you would like us to tie more time to allow all 
Board members to review your drafI, please let 1. T. or me know. 

, 
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r 

Financial Accounting 
Standards Board 

To: Dennis Ft. Beresford 

From: J. T. Ball 33 

Subjec: FASE Staff Comments on GAO Ddte: March 22,1994 
Draft Report on Government 
Sponsored Enterprises 

cc: Board Members, T. Lucas, D. Mossct, C, Bass, C. Cl&e. P. Rohm, 
J. Vernuccio 

Carol Clarke, the project manager for FASB Statement No. 114, Accounting fry 
Cred#ors ftw lmpalrmenf d a Loan, and I have reviewed the March 1994 GAO 
Draft Report, Government Sponsored Enterpfbs: Freddie Mac’s and Fannie 
Mae’s Accounting for Costs of hmc/osed PrcpeHy. We have the folkwing 
comments. 

Background 
The Draft Report indicates that two government sponsored enterprises (GSEs), 
the Federal Home Loan Mortgage Corporation (Freddie Mac) and the Federal 
Nahonal Mortgage Association (Fan& Mae), changed their accounting for 
expected loan losses as a result of adopting AICPA Statement of Position 92-3, 
Acccunfing fw Fofecbsed Assets (SOP 92-S). Prior to &opting the SOP, they 
were accruing before foreclosure the estimated costs to foreclose, hold, and Sell 
foredosed real estate as part of the allowance for loan losses. Upon adoption of 
the SOP, they discontinued the accrual in a specific allowance prior to foreclosure 
and began to eaxunt for those casts after foredosure. In making that change, 
however, they considered the amounts previously accrued as part of the general 
allowance for loan losses rather than es part of a specllc allowance, so the 
change had no effect on total assets, net income, or capital. 

SOP 92-3 addresses the accounting for foreclosed assets after foreclosure. The 
AICPA issued it to conform inconsistent and diverse accounting for foreclosed 

See comment 1. 
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See comment 2. 

Now on p. 7. 

See comment 2. 

Now on p. 7. 

Page 23 GAOIAIMD-94-75 Government Sponsored Enterprises 

Page 2 

assets; the SOP affected nine AICPA SOPS and Industry Audi and Accounting 
Guides (listed in paragraph 9 of the SOP). The SOP presumes that foreclosed 
assets will be sold; if that presumption is not rebutted, it requires a foreclosed 
asset held for sale to be carried after foreclosure at the lower of (a) fair value 
minus estimated costs to self or (b) cost. Different accounting applies to other 
foreclosed assets (for example, those that will be held for the production of 
income). 

A few months after the GSEs made the accounting change, the FASB issued 
Statement 114, which requires a crediior to measure impairment of a collateral-- 
dependent loan for which foreclosure is probable at the fair value of the collateral 
leas the estimated costs to sell the collatera!. The GAO Report points out that the 
GSEs will thus have another accounting change back to their prior accounting 
upon the adoption of this Statement but is critical that Statement 114 applies only 
to certain loans and not to all loans. 

FASB Staff Reacttons 
We are surprised that SOP 92-3 was used as justification for the change in 
accounting described in the Draft Report. In our opinion, SOP 92-S applies to 
foreclosed assets onty aRsr foreclosure. lt states thal specifically in paragraphs 1, 
4, 12, 13, and 15. We would not have considered an accounting pfonouncement 
that is concerned with the accounting only after foredosure as having any effect 
on accounting before foreclosure. We note on page 14 of the Draft Report that 
the AICPA responded as follows to a GAO specific inquiry on this issue: ‘... the 
scope of SOP 923 is limited to acoountii for foreclosed assets after foreclosure 
and does not extend to accounting for loan loss reserves.” We concur with the 
AfCPA’s response. 

The GSEs indicate they made the accounting change ‘... based on paragraph 
A-l 2 in the appendix of SOP 92-3 which states that ‘immediately after foreclosure, 
a valuation allowance related to foredosed assets held for sale should be 
recognized for estimated costs to aell through a charge to income’ [page 14 of the 
Report].’ The GAO indicates that “Although the GSEs’ . . . [accounting change] is 
beyond the scope of SOP 92-S. we believe that the GSEs’ application of the 
statement is reasonable and in accordance with GAAP [page 15 and elsewhere in 
the Report].’ 
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See comment 3. 

See comment 1. 

See comment 2. 

Nowon p, 1. 

Page 3 

We note that paragraph A-12 is in SOP 92-3’s Appendix, “Diisslon of Major 
Comments on the Exposure Dreft,’ and is a response to comments on the 
Exposure Drafi for SOP 425 about the definition of fair value. We do not sea that 
the paragraph contains any directions for the atXounting prior to foreclosure. 
Further, we would not axpact an accounting change to be made besad on any 
comment in an appendix to an accounting pronouncement whose scope explicitly 
does not encompass the subject of the change. 

Further, apparantty the only affect of the change wee tc radassify the accrual far 
selling and other costs from an allowance related to spacilk problem loans to an 
overall allowance related to all loans. Although that might have some future 
effect, it appears to have bean a distinction without a difference, so we are unsure 
of how to evaluate it in practical terms. 

Omission In GAO Dratt Report 
On November 29, 1993, the Board issued an Exposure Draft of a proposed FASB 
Statement, dcccwtting for tbe Impakmanl ot Lurquved Assets, with a comment 
deadline of March 15, 1994. PaEigrephS 15-18 of the Exposure Draft address 
‘assets to be disposed of,’ which are to be raportad at the 1-r of cost or fair 
value less coats to sell. A public hearing is scheduled on the Exposura Draft on 
May 15--l& 1994 and a final Statement Is expected to be issued by the and of 
1994 to be effective for financial statements for fiscal years beginning after 
December 15,1§94. 

We believe this Statement would #actively supersede SOP 923 since it will be 
“Level A” GAAP while the SOP is ‘Level 8” GAAP. The GAO Draft Report does not 
mention the Exposure Draft, perhaps bacause it is net yet a tinal Statement. Even 
though the accounting for foreclosed assets that will ba sold is similar under tha 
Exposure Draft and SOP 923, we note the Exposure! Draft does not contain a 
paragraph similar to paragraph A-l 2 of SOP 92-3. 

Specific Comments 
Paae 2 of the Draft Report states “... accounting guidance issued by the financial 
Accounting Standards Board (FASB) in May 1993 that par ccnnicts with SOP 
92-3 relative to reCOgIIiZiflg Selling Costs.” This statement is d&s& in d&l on 
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Now on pp. 1 l-12. 

See comment 4. 

See comment 5. 
See comment 4. 

Now on pp, 5-6. 

Now on pp. 6-7. 

Page 4 

pages 21--24 and refers to the issuance of Statement 114, whii re@eS selling 
costs to be included in measuring impairment of loans that are collateral 
dependent. We disagree that the requirement to include selling costs in 
measuring loan impairment prior to foreclosure is inconsistent with a requirement 
to also include selling costs aRer foreclosure. Any inconsistency is in the 
requirement in FASB Statement No. 15, Accounting by Debtors and crednors for 
Troubled Debt RestmcNdngs, for a creditor to account for receipt of the collateral 
at foreclosure at the fair value of the colfaterat. The inconsistency has no effect, 
however, except at the instant of foreclosure and disappears immediately through 
application cf SOP 92-3. Consider a $120 loan that has collaterat with a fair value 
(as defined in paragraph 13 of Statement 15) of $100 for which selling cost will be 
$10. The loan is impaired under Statement 114 and will have a loss allowance of 
$30 recognized ($120 -($lOO-$10)=$30). At foredosure, the collateral till be 
recorded at its fair value of $199, which will produce a $10 gain on foredosure 
(.$lOO-($120S30) =$iO) that is immediately offset by the $10 loss from accruing 
selling cost under SOP 923. While it would be neater not to have the offsetting 
$10 gain and $10 loss at foreclosure, they cancel each other and have no effect. 
In any event, however, we believe the selling costs that are included in measuring 
the impairment of a collateral-dependent loan should mntinue to be included 
after foreclosure until the collateral is sold, as is currently required by SOP 923 
and will be required when the SOP is superseded by the final FASB Statement on 
impairment if that Statement continues the provisions of the Exposure Draft. We 
point out that the Board saw absolutely no confkt in requiring selling cost to be 
included in measuring impairment of a collateral-dependent loan under 
Statement 114 and also requiring those same selling costs to be included as a 
reduction of fair value for an asset to be sold under the impairment Expasure 
Draft. In fact, not including the selling cost in both Statement 114 and the 
Exposure Draft would have been inconsistent and would have increased income 
and assets either before or after foreclosure in comparison to how Statement 114 
and SOP 92-3 would currently apply. 

Paqe 11 of the Draft Report states “We [the GAO] believe the GSEs’ position that 
the language in tha appendix of SOP 92-3 required thase accounting changes is 
reasonable . . ..I Paaes 13. 14. and 15 contain similar statements by the GSEs and 
GAO. As we stated above, we concur wfth the AICPA that SOP 92-3 is limited to 
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See comment 3. 

See comment 1. 
Now on p. 8. 

Now on p. 8. 

See comment 6. 

Now on p. 10. 

Nowon p. 11. 
Nowon p. 11. 
See comments 3 and 4. 

Nowon pp. 11-12. 
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accounting for foreclosed assets after foreclosure and does not extend to the 
subject of these accounting changes. 

Paoes 16 and 17 state ‘All else being equal, the GSB’ future loan loss reserve 
levels could theorticatly be bwer under the new method than under the old 
method . . . [emphasis added].” Given that the GSEa merely redasaiiad amounts 
in allowances for specific loan losses to allowances for general loan lasses, we 
agree that this Report is addressing a theoretical concern. 

Paoe 17. sspaciaHv footnote 9, suggests that GAAP allows greater latitude in 
accruing a loss in the range of probable losses than we believe Is pennflted by 
FASB Interpretation No. 14, Reasona~e Esstimatim of tfte tbmuflt of a Loss. 
Paaes 20 and 21 contain similar statements about ‘flexibilii in GASP’ in 
determining losses. We believe paragraph 3 of the interpretation requires the 
best estimate in the range of probable losses to be accrued and, if no amount is a 
baHer estimate than any other, for the minimum amount in the range to be 
acuwed. The latitude, in our opinion, is in the subjectivity involved in any such 
estimate of what will actually happen in the future, but we believe GAAP does not 
allow freely selecting different amounts in the range of probable loss from period 
to period. If the best estimate in the range changes, then the new best estimate 
should be used. We balieva this is not flexibility in GAAP but rather is subjectivity 
in the estimation process. 

Paoe 21 states ‘Guidance in SFAS 114 concerning the timing of when selling 
costs are to be recognized conflicts with SOP 92-3.” Paoe 22 contains a similar 
statement. We disagree for the reasons stated previously. 

Pages 22 throuoh 25 contain several comments about inconsistencies that may 
result because the scope of Statement 114 excludes large groups of smallar- 
balance homogeneous loans that are collectively evaluated for impairment, 
including some but not ail residential mortgage loans, and because selling costs 
will ba included in impairment evaluations under Statement 114 but may not be 
included for impairment evaluatiis of bans outside ita scope. Paragraph 38 of 
Statement 114 explains why the bans about which the GAO is concerned were 
excluded from the scope of the Statement and points out that a formula may be 
used to estimate impairment of these loans in practice. Essentially, we believe the 
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Board did not want to impose all of the estimating and discounting requirements 
of the Statement on loans for which the results woufd not be signiiioantty different 
from current practice. Thus, we view this as essentially a cost/benefit 
consideration and can onfy suggest that the GAO would prefer a dierent ‘cut 
than the one the Board selected. We also polnl out that entities are permitted to 
apply Statement 114 to every loan, including those that are excluded from its 
scope; they are just not required to do so. 

FASO Staff Actlons Contemplated 
The Draft Report recommends that the AlCPA and FAS8 work togather to 
establish consistent guidance for recognizing selling costs. We believe that k 
already required in the process the FASB and AlCPA have established for the 
FASB’s clearance prior to issuance by the AICPA of exposure drafts and final 
pronouncements on financial accounting subjects. Nevertheless, we will be alert 
for opportunities to resolve any conflicts and call them to the Boards attention. 

We believe the FASB itself may have an opportunity to improve oonsistency in 
recognizing selling costs by including an amendment to Statement 15 in the final 
Statement on impairment to reoord assets received through foreclosure that are 
to be sold at fair value less cost to sell rather than at fair value. This would 
eliminate the gain on foreclosure with an immediate offsetting loss that is 
discussed above for the current application of Statement 114 and SOP 92-3. We 
have discussed that possible change wtth Paul Rohan and Carl Bass, project 
manager and cons&ant on the impairment projecf and they agree it would be an 
improvement and plan to recommend It to the Board for inclusion in the final 
Statement. It was perhaps not done in the Exposure Draft because Statement 15 
uses fair value for assets given up by a debtor as well as for assets received by a 
credftor. The amendment would only apply to the latter and then only to assets 
that will be sold and not to those that will be used by the creditor. 
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The following are GAO’S comments on the Financial Accounting Standards 
Board staff’s letter dated March 22,1994, 

GAO Comments than specific reserves both before and after the accounting changes made 
to adopt. SOP 92-3. The accounting changes affected the types of costs for 
which the reserves are available. These reserves are now available to 
cover losses of loan principal only; whereas, before the accounting 
changes, the reserves were intended to be adequate to also cover selling 
and other costs. This change in the characterization of the reserve could 
significantly impact the GSES’ analyses of reserve adequacy, thereby 
affecting future adjustments to the reserve. Although the GSES chose to 
retain these amounts in the reserves upon adoption of SOP 92-3, the GSES 
could have reduced the reserves at that time and may be able to reduce 
loan loss provisions in future periods. 

2. See the “Agency Comments and Our Evaluation” section of the report. s 

3. The stated scope of SOP 92-3 is accounting for foreclosed assets after 
foreclosure; however, because of the explicit statement in paragraph A-12, 
SOP 92-3 was applied in a manner that was different than the AICPA’S 
original intent. We discussed the authoritative standing of guidance 
provided in the body of a statement of position versus guidance provided 
in an appendix with AICPA staff during the course of our work. The AIPCA 
staff stated that although the AICPA does not try to set standards in an 
appendix, an appendix is an integral part of a statement of position. 

Each of the GSES’ independent accountants concurred with the application 
of SOP 923. One of these accountants, in a report prepared on the 
appropriate application of GAAP in the GSE’S situation, stated that it would 
no longer be appropriate under GAAP for the GSE to reserve for such selling 
costs prior to foreclosure. 

4. We agree that there is no inconsistency in the measurement of 
foreclosed assets between SFAS 114 and the exposure draft and that the 
provisions of SOP 92-3 relating to the valuation of foreclosed assets would 
be effectively superseded under the GAAP hierarchy. The only 
inconsistency for valuing foreclosed assets at foreclosure by creditors 
would be the guidance under SFAS 15. We support FASB’S efforts to amend 
SFAS 15 to eliminate this inconsistency. 
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However, due to lack of guidance for when selling costs are to be 
recognized for loans that are not subject to SFAS 114, inconsistent 
accounting for selling costs (and loss reserves for impaired loans) may 
result. Some entities may recognize an expense for these costs as part of 
loan loss provisions and, thus, include these costs in loan loss reserves. 
Others may not recognize these costs until the time of foreclosure (under 
either SOP 923 or under the exposure draft, whichever is effective), thus 
excluding these costs from loan loss provisions and reserves. Accordingly, 
we believe there will continue to be a need for consistent guidance in this 
area 

6. In the scenario described by FMB, although the gain and loss offset each 
other in terms of having no net effect on net income, we do not believe 
that this accounting treatment is appropriate. Recognizing a gain on 
foreclosure for the amount of the selling costs does not fairly reflect the 
substance of the transaction. Separate presentation of the gain on 
foreclosure and the second expense for selling costs in the income 
statement would be misleading. Further, this additional recognition of gain 
and selling costs would be burdensome to implement and may not be 
appropriate from a cost/benefit standpoint. This approach of recognizing 
selling costs as part of loan loss provisions, recognizing a gain at 
foreclosure, and recognizing an expense for selling costs again after 
foreclosure was considered by the GSES and rejected. 

The asset cycle of a loan-from origination through collection, including 
any foreclosure and sale of collateral property-should be viewed in its 
entirety. Selling costs should be recognized only once-either as part of 
loan loss provisions or immediately after foreclosure. The timing of selling 
cost recognition should be consistent between loan types regardless of 
which point in time is chosen. 

6. We agree that GMP requires accrual of the minimum amount in the range 
of probable losses if no amount is a better estimate than any other and 
have revised footnote 9 to reflect this requirement more clearly. However, 
we believe that flexibility exists for determining the range of probable 
losses. GAAP guidance with regard to determination of overall reserve 
adequacy is limited and, therefore, the determination of the range of 
probable losses is overly subjective. Such a large degree of subjectivity 
may result in unreliable, inconsistent loan loss estimates. 

7. Our report focuses on the lack of accounting guidance for selling costs 
for the loans not covered by SFAS 114 and related potential ramifications. 
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While the report discusses the limited scope of SFAS 114, we are not 
criticizing this scope or recommending that FASB amend SFAS 114 to be fully 
applicable to all loan types. Rather we are recommending that specilic 
guidance on recognition of selling costs which is included in SFM 114 be 
extended to all loan types. 

We do not disagree with FASB’S conclusion that using a formula approach 
may be appropriate for calculating loan loss reserves for impaired loans 
that are excluded from the scope of SFAS 114, particularly when considered 
from a cost/benefit standpoint. However, the measurement of loan 
impairment should be consistent between loan types regardless of the 
approach used to estimate the loss amount. For example, there should be 
consistency as to whether the measurement of impairment should include 
selling costs and when these costs should be recognized. Inconsistent 
recognition of selling costs as part of loan loss reserves for different loan 
types may result from the current lack of consistent accounting guidance. 
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See comment 1. 

See comment 2. 

March 28, 1994 

Mr. Robert W. Gramling 
Director, Corporate Financial Audits 
U.S. General Accounting Office 
Washington, DC 20548 

Dear Bob: 

You sent a copy of your Warch 1994 GAD draft report, "Government 
Sponsored Enterprises: Freddie Uac's and Fannie Mae's Accounting 
for Costs of Foreclosed Prop~rty,~~ to our president, Philip B. 
Chenok, for comments. Wr. Chenok has asked me to reply, because I 
have overall etaff responeibility for the technical divisions of 
the AICPA. 

The recommendations in your draft report are: 

0 AICPA should revise paragraph A-12 of SOP 92-3 by eliminating 
languago which implies that selling costs cannot be recognized 
as part of loan lose reserves. 

0 The FASB and AICPA should work together to establish 
consistent guidance for recognizing selling costs for loan 
types not included in the scope of FASB Statement No. 114. 

As the draft report states, I believe that the scope of SOP 92-3 is 
clearly limited to accounting for foreclosed assets after 
foreclosure. The SOP was not intended to have any effect on the 
accounting before foreclosure. The sentence in paragraph A-12 that 
causes your concern was intended to clarify that the estimated 
costs to sell fnreclose$ assets was to be recognized in the income 
statement as a charge related to those foreclosed assets, It was 
not intended to address the timing of loan loss expense. 

As noted in the FASBts response to you under date of March 22, the 
FASB has issued an exposure draft of a proposed FASB Statement, 
"Accounting for the Impairment of Long-Lived Assets," that, if 
adopted, uwould effectively supersede SOP 92-3." In my opinion, if 
this happens, there is no need for AICPA action on this matter. If 
that is not the case, then I will ask the Accounting Standards 
Executive Committee to consider how the ambiguity that you perceive 
in paragraph A-12 can be addressed. An AICPA technical information 
services inquiry and reply in our Technical Practice Aids 
publication might be &n appropriate vehicle. 

Page 31 GAOAIMD-94-75 Government Sponsored Enterprises 



Appendix V 
CommentsFrom theAmerican Instituteof 
CertifiedPubl.icAccountants 

See comment 3. 

Kr. Robert W. Gramling 
March 28, 1994 
Page 2. 

With respect to the second recommkndatlon, I refer you to the 
PASB'o response, which indicatea that there is no inconsistency 
that need8 to be dealt with. 

If you ar your staff would like to discuata our viewe in more 
detail, please contact Arleen Rodda, Director, Accounting 
standards, in our New York office. Her direct line is 212-596- 
6159. 

Thbmas P. Kelley 

cc: Accounting Standards Planning Subcommittee 
Philip B. Chenok 
J. T. Ball 
John Hudson 
Arleen Rodda 
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Comments From the American Institute of 
Cettifled Public Aocountanta 

The following are comments on the AICPA’S letter dated March Z&1994. 

GAO Comments 1. See comment 3 in appendix IV. 

2. See the “Agency Comments and Our Evaluation” section of this report. 

3. See comment 4 in appendix IV. 
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Major Contributors to This Report 

1 

Accounting and Linda M. Calbom, Senior Assistant Director 

Information 
Janet M. Krell, Assistant Director 

Management Division, 
Washington, DC. 
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