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U.S.

ANNEX 1: Letter from S.E.C. to Mr. Mulford, US Department of
Treasury

July 14, 1989 Letter to David Mulford

July 14, 1989

The Honorable David C. Mulford
Under Secretary of Treasury
U.S. Department of Treasury
1500 Pennsylvania Avenue, N.W.
Washington, D.C. 20220

Dear Dr. Mulford:

At your request, attached is a brief analysis of the accounting and disclosure
required in any adjustment of LDC debt. This analysis, dated July 14, 1989, was prepared by the
staffs of the Office of the Chief Accountant and Division of Corporation Finance of the Securities
and Exchange Commission based on existing accounting standards and SEC literature. This
analysis does not represent a rule or interpretation nor does it bear the Commission's official
approval.

We are pleased to provide you with this analysis. Please call if you need any
further advice or assistance or should you have any questions.

Sincerely,

Edmund Coulson Linda C. Quinn
Chief Accountant Director

Division of Corporation Finance

Enclosure
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ANNEX 1 (Continued)
Attachment July 14, 1989

SECURrTIES AND EXCHANGE COMMISSION
STAFF MEMORANDUM

ACCOUNTING AND DISCLOSURE ISSUES INVOLVED IN
LDC DEBT RESTRUCTURINGS

The following memorandum was prepared by staff of the Division of Corporation
Finance and Office of Chief Accountant of the Securities and Exchange Commission for
submission to the U.S. Department of the Treasury in response to Treasury's request for
information regarding accounting and disclosure issues involved in proposed LDC debt
restructurings undertaken because of financial difficulties of the debtors.

Background

The staff understands that two basic debt restructuring transactions are being
consi(lered as part of International Monetary Fund or multilateral development bank adjustment
programs offering some form of official financial support. The staff further understands that the
quality of the restructured loans are expected to be enhanced as a result of these programs. In
practice there could be variations, which, as discussed subsequently in this memorandum, may
produce different accounting and disclosure results. For illustrative purposes, we will assume that
in both transactions the principal of the new instrument would be due in full in 30 years, and the
funds for collateral and support arrangements would come from non-bank sources:

1 . The first transaction would involve banks exchanging debt for a new debt
instrument at a discount and a market rate of interest. Principal of the new
instrument would be fully collateralized at maturity, and interest payment
support would be provided. If the interest support were not utilized in the
first year, it would then roll forward to the following year and would
continue in effect in succeeding years until utilized, or for 10 years,
whichever occurred first.

2. The second transaction would involve banks exchanging debt for a new
debt instrument with the same face amount, but with a below market rate of
interest. There would be interest payment support identical to that in the
first transaction.

As discussed below, the staff believes both of these transactions must be accounted
for as "troubled debt restructurings" because they involve concessions granted due to the financial
difficulties of the debtor. The accounting for these transactions is contained in FASB Statement of
Financial Accounting Standards (FAS) No. 15, "Accounting by Debtors and Creditors for
Troubled Debt Restructurings". Additionally, the accounting for the debt both before and after the
restructuring must be in accordance with provisions of FAS No. 5, "Accounting for
Contingencies". 19

19 In addition, bank holding company disclosures relating to debt restructurings must be made in accordance with
FAS No. 15 and FAS No. 5 and with Securities and Exchange Commission Regulation S-K, and particularly
Industry Guide 3, "Statistical Disclosure by bank Holding Companies" (Regulations S-K 801(c) and 802(c)).
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As a result of the interplay of these two standards, different accounting and
disclosures would result depending upon the facts and circumstances relating to the terms of the
restructuring and the lender's judgment regarding the debt.

Accounting Issues to be Considered in any Adjustment of LDC Debt
Adjustment to Terms of Debt -- If, in a negotiated transaction where the same
debtor/creditor relationship survives, LDC creditors accept new terms on debt which reduce the
principal amount of the debt or reduce the interest rate below current market interest rates, the
transaction would be accounted for as a "troubled debt restructuring."

FAS No. 15 requires the following accounting for troubled debt restructurings
involving modification of terms.20 Whether a loss is required to be recognized depends on a
comparison of the total future cash flows called for by the new terms with the book value of the old
loan. Book value is defined as the face amount increased or decreased by accrued interest,
premium, discount and charge-offs.

Loss Not Recognized --

If the total future undiscounted cash receipts specified by the new terms of the loan,
including receipts designated as both principal and interest, equal or exceed the
book value or the loan, no loss is recognized at the time of the restructuring.

Loss Recognized --

If the total future undiscounted cash receipts specified by the new terms of the loan,
including receipts designated as both principal and interest, are less than the book
value of the loan, a loss must be recognized at the time of the restructuring in the
amount of any such deficit.

Accordingly, under FAS No. 15, if the cash receipts called for by the new terms
exceed the book value of the old loan, the creditor may either reduce the interest rate or forgive
some of the principal or interest owed by a debtor (or do both) without triggering a requirement
that the creditor record an immediate loss in its financial statements.

If undiscounted cash flows specified by the new terms equal or exceed the book
value of the old loan, fiuture interest income to be recorded on the loans would be limited to the
amount of the excess of cash flow (whether principal or interest) over book value. This interest
income would be recorded at an amount each year that would result in a constant effective interest
rate.

If a write down is required because the undiscounted cash flows specified by the
new terms do not equal or exceed book value, no future income would be recorded on that loan
and all future receipts would be treated as a recovery of book value.

20 While FAS 15 modification of terms accounting is required for negotiated troubled debt restructurings whenever
the same debtor/creditor relationship survives, certain other restructuring transactions must be accounted for based
on fair value of the instruments involved. For example, in the 1988 Mexican Debt Exchange transactions, the
staff indicated in Staff Accounting Bulletin No. 75 that banks that tendered Mexican debt in the auction process
must recognize losses based on fair value, since the act of tendering debt into the auction was an act inconsistent
with the intent and ability to hold debt, resulting in fair value becoming the appropriate measurement basis for
the debt.
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Reserve and Charge-Offs Under FAS No. 5 -- FAS No. 15 does not
override the continuing application of the provisions of FAS No. 5, which requires management at
each reporting date to assess the ultimate collectibility of the book value of all loans and to
recognize any resulting loss in the portfolio.

Reserves for probable and reasonably estimable losses in the entire portfolio are
customarily provided by reducing net income but without allocating expected losses to a specific
loan account.

When a specific loan is determined to be uncollectible in whole or in part, a bank is
required to reduce (to "charge-off') the book value of the loan to its collectible amount. For
financial reporting purposes a charge-off need not necessarily impact net income. If an existing
reserve for losses established in prior periods had included an estimated amount related to a
specific loan subsequently written off, the charge-off could merely reduce the reserve and would
not affect current income.

In any event, the need for reserves and charge-offs would be limited to the amount
of book value of the debt in excess of the ultimate amount of any collateral, guarantee or other third
party enhancement (assuming there are no uncertainties related to such collateral or third party
enhancement).

When an individual bank charges-off restructured loans of a particular country due
to doubts about collectibility, it must carefully analyze the need to increase its reserves or record
further charge-offs for any remaining portfolio of loans from that country, and it should be able to
demonstrate the reasons for its conclusions. Among the factors a bank must consider are: (1) the
intent and ability of the country to service its debt, (2) whether the restructuring transaction, which
may be done in conjunction with IMF loans and multilateral development bank structural
adjustment lending programs, will enhance the debtor country's ability to service any non-
restructured loans and any new loans, and (3) the debt classification by the bank regulatory
agencies.

Additionally, if a bank determines it does not have the intent or ability to hold a loan
to maiturity, it must write the loan down to its market value and recognize any further market
declines until that loan is sold or repaid.

It is the responsibility of individual banks (subject to review by their independent
accountants) to make these judgments.

Disclosure -- FAS No. 15 and Industry Guide 3 require identification of the
amount of loans that have been modified in troubled debt restructurings, the interest that would
have been recorded at the original terms, the amount of income that was actually reported in income
for the periods reported upon, and the amount of any commitments to make additional loans to the
same debtors. This disclosure is required if a reported yield subsequent to restructuring is less
than current market rate. If a reported yield is equal to or greater than a market yield, a loan whose
terms have been modified need not be included in that disclosure (except in the year of
restructuring).

Industry Guide 3 also specifically requires information about a bank's LDC
exposure, including an analysis of changes therein. Banks may show a reduction of exposure t the
extent of any written legally enforceable guarantees (by non-local third parties) and the value of any
tangible liquid collateral (held and realizable by the bank outside the borrowers country).
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Acceptable alternative forms of presentation for collateral whose fair value differs from its face
value are included in Staff Accounting Bulletin No. 75.

Other Features May Produce Different Results

The above discussion is necessarily general. The ultimate accounting and
disclosure ramifications will depend on a careful analysis of the specific terms and features of any
final transaction. In this connection, it should be emphasized that certain features added to an
otherwise "plain-vanilla" modification of terms of a loan can result in significantly different
accounting results.

For example, FAS No. 15 indicates that a modification of the terms of debt where
the same debtor/creditor relationship is maintained is a transaction that may not result in the
recognition of a loss. However, it also indicates that if a new debtor, unrelated to the previous
debtor, assumes the o'bligations of the original debtor or is added as a joint debtor, the debt of the
new debtor must be recorded at its fair value on the books of the creditor. A loss (or gain) to the
creditor would result equal to the difference between the book value of the old debt and the fair
value of the consideration received.

FAS N'o. 15 provides for similar accounting for a transfer of assets to the creditor,
including a cash buy-back of loans, in full satisfaction of the existing obligation. If an auction
process were added to the restructuring transactions, that also would result in recognition of a loss
based on fair value.2 1 Finally, certain features, such as restructuring terms that include contingent
payments, may result in a higher likelihood of a FAS No. 15 loss (based on total cash payments
specified by the new terms).

21 See foottote # 2 abovD.


