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Agenda

 Loan Modifications – Current Programs

 Home Affordable Modification Plan (HAMP)

 Refresher on Accounting for Mortgage Loans

 On-Balance Sheet Loan Modification Accounting

 Off-Balance Sheet Loan Modification Impact

 Accounting Issues: HAMP

 Modifying SOP 03-3 Loans
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Japan‘s Economy, World‘s Second 
Largest, Is in Recession 
The New York Times, November 17

Fannie, Freddie Suspend Foreclosures 
Over Holidays
The Wall Street Journal, November 20

Unprecedented Environment

Goldman Shares 
Tumble Below Their 
I.P.O. Price
The New York Times, November 20

Battered Wall Street 
Lost 16,000 Jobs in 
October
The New York Times, November 20

Paulson Content to Let 
Bailout Play Out 
American Banker – November 21

Regulators Shut Three 
Banks
American Banker – November 21

Fed Pledges Exceed $7.4 Trillion 
in Rescue of Companies With 
Frozen Credit Bloomberg, November 24

Forecasters: US in 14 
month recession, Q4 
looks rough
Reuters, November 17

M&A Wave Seen Unlikely 
as Tarp Awards Multiply
American Banker – November 20

Housing market gets 
even weaker 
CNN, November 24

JPMorgan Set to Cut 
Investment Banking 
Staff
NY Times, November 20

Obama's Economic 
Stimulus May Top $700 
Billion as Paulson 
Maps New Program 
Bloomberg, November 24

Bear Balance Sheet Illiquid? 
CNBC - Mon Mar 17

Goldman, Morgan Stanley 
Squeeze Exchanges With 
New Platforms
Bloomberg - Nov 18 5:06 AM

Dow Jones falls 444 
points
BizJournals - Nov 20

Awaiting Reaction to 3rd 

Try at Bailout
The New York Times, November 24, 2008

Anatomy of the 
Morgan Stanley Panic 
The Wall Street Journal – November 24, 2008

Dow Jones industrials 
soar more than 500 points 
in late-day rally
Canadian Business - Nov 21 

Madoff Investors Race 
to the Courthouse
Fortune  – Thurs, December 18, 2008

Hartford to Get $2.5 
Billion from Allianz
The Wall Street Journal Online - Tue Oct 7
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Loan Modifications:

Current Programs
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Summary – Home Affordable Modification Program

Homeowner Affordability and Stability Plan (HASP)

Mortgage Refinancing: 

 Targets borrowers with solid 

repayment history but decreasing 

home values

 Focused solely on a home’s value, the program offers relief in the form of eligibility to 

refinance regardless of the LTV

 Only conforming loans owned or those guaranteed by Fannie Mae and Freddie Mac may 

be refinanced through those two institutions (other agencies plan to adopt similar plans).

 Establishes a $10 million reserve to offset subsequent losses

Loan Modification:

 Targets borrowers near the brink of 

losing their home due to various 

financial constraints

 Centered on reducing a borrower’s monthly payment to avoid foreclosure through interest 

rate reductions and other means to reduce DTI to 31 percent

 Borrowers not currently delinquent but at risk of imminent default (recent loss of job, 

anticipated payment increases, etc.) must be evaluated. 

 Recipients of FSP assistance are required to participate; regulatory agencies encourage 

all lenders/servicers to participate.

 Compliance with program requirements will be independently reviewed by Freddie Mac

Incentives:

 Borrower 

 Lender/Servicer

 Investor

 Reduction to 31 percent verified debt-to-income and reduction of principal for borrowers 

for remaining current (up to $5,000) payment

 Lender/servicer incentives from $500–$1,500, annual pay for success incentives, and 

government cost sharing of reduced payments

 Investors can receive a $1,500 one-time current borrower incentive for offering 

modification prior to delinquency.
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Key Challenges

Role of a Servicer

– Loan population identification - in-depth integrated default management strategy

– Training - one of the bigger issues are human error

Program Complexity

– National Standard for loan modifications?

– Non GSE Investors

Program Effectiveness

– Post modification monitoring, testing and reporting - denied modifications

Risk to Servicers

– Fraud – future litigation

– Quality Control and like control functions 

– Accounting and tax ramifications of the loan modifications

Systems / Business Analysis

Underwriting Culture

– New guidelines require more of an "originations / underwriting" approach

– Documentation standards - Freddie Mac audits of loan modifications
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Making Home Affordable Program 
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Making Home Affordable Program
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Key Challenges and Timing *

Loss mitigation alternatives

Consistent program and documentation messaging

Coaching and counseling for enhanced customer decisions

Underwriting training and execution

Eligibility data capture and validations

Customer capacity and queuing

NPV tool development and model input validation

Portfolio eligibility sizing and waterfall segmentation

AVM management and validation

Understanding incremental regulatory reporting requirements

Monitoring and testing data, documentation validation

Fair lending servicing

Consistent and accurate data for reporting

Understanding tax consequences

Understanding accounting consequences

Imminent default implementation

Treasury financial agent program agreement

Fraud waste and abuse
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Initial ActivityRecurring Activity
* This timeline is meant as a guideline for implementation of the loan modification aspect of the HASP. It is divided into initial 

activity upon implementation of the program and ongoing activity thereafter. Actual timings may differ based on a specific 

company’s operations and needs. 
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Accounting For Mortgage Loans 

General Principles
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On Balance Sheet Loans

Loans classified as held for investment are recorded at amortized 
cost

Loans are included in the entity‘s SFAS 5 valuation allowance 
methodology

– As the loan seasons, its default probability increases which is applied to 
the loan‘s unpaid principal balance by origination vintage

– Severity rate is applied to the defaulted principal balance

– An increase in the collective loan loss allowance is made with a charge to 
bad debt expense

Loans acquired with credit impairment [see SOP 03-3 section, below]
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Off Balance Sheet Loans

At transfer, full-recourse and standard representations & warranty 

provisions require the transferor to record a non-contingent, stand 

ready obligation at fair value as a reduction of the gain on sale

If a mortgage loan is reacquired at par plus accrued interest and fair 

value is a discount, then the loss is charged off against the off balance 

sheet liability

Reacquired loans with credit deterioration between origination and 

acquisition may be subject to SOP 03-3
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Loan Modification Accounting

On-Balance Sheet
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Loan Modifications – Which Guidance?

Troubled Debt Restructurings (TDR) / FAS 114 Interaction:

 Scope of FAS 114:

– Paragraph 6 – All loans that are identified for evaluation, except:

a) Large groups of smaller-balance homogenous loans that are collectively evaluated

b) Loans measured at fair value or LOCOM

c) Leases as defined in FAS 13

d) Debt securities as defined in FAS 115

– Paragraph 9 – Loans modified in TDRs, including those that were otherwise 
excluded from scope of FAS 114 under paragraph 6(a)

 For example, certain residential mortgage loans modified in TDR

 TDR—Defined in FAS 15:

―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‖
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What is a TDR?

EITF 02-4:  

Gateway to TDR 

determination!
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Debtor Experiencing Financial Difficulty?

EITF 02-4 provides accounting guidance as to whether a debtor is 
experiencing ―financial difficulty‖

Indications of YES:

The debtor is currently in default on any of its debt. 

The debtor has declared or is in the process of declaring bankruptcy. 

Absent the current modification, the debtor cannot obtain funds from sources other than the 
existing creditors at an effective interest rate equal to the current market interest rate for similar 

debt for a nontroubled debtor.

Indications of NO:

The debtor is currently servicing the old debt and can obtain funds to repay the old prepayable 
debt from sources other than the existing creditors (without regard to the current modification) at 
an effective interest rate equal to the current market interest rate for a nontroubled debtor, and 

The creditors agree to restructure the old debt solely to reflect a decrease in current market 
interest rates for the debtor or positive changes in the creditworthiness of the debtor since the 
debt was originally issued.
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Granted a Concession?

EITF 02-4 provides accounting guidance as to whether a 
modified loan is a troubled debt restructuring

If the post modification effective borrowing rate has declined below 
the original effective borrowing rate, then a concession is considered 
to have been made

– Effective borrowing rate is calculated as projecting the newly modified cash flows 
and solving for the discount rate that equates the present value of the cash flows to 
the current carrying amount (i.e., an IRR)

For multiple recent modifications, the new effective borrowing rate 
comparison should be made to the original debt‘s effective borrowing 
rate
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Impairment Calculation

Impairment measured as:

Present value of expected future cash flows

Discounted at the loan‘s original effective interest rate.

Other measurement options (practical expedients):

Observable market price of the loan

Collateral value (if the loan is collateral dependent)
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Impairment Calculation (continued)

Practical Considerations

Determining ―expected future cash flows‖

– Include default and recovery assumptions?

– Include prepayment assumptions?

Determining the ―effective interest rate‖
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Loan Modifications – TDR Example

A defaulted 30 yr FRM mortgage 
loan was modified in the 3rd year 
after origination. 10 months of past 
due interest was capitalized, the 
loan term was extended for an 
additional 34 months and the 
interest rate was permanently 
reduced by 300 bps. According to 
the lender‘s non-accrual policy, 4 
months of interest was recognized 
and all remaining contractual 
interest was suspended from 
income recognition.

The impaired loan‘s valuation 
allowance resulted in an 
impairment charge of $76,000.

Orig_Loan Mod_Loan

Orig Pribal $250,000.00

Int Rate 7.00% 4.00%

Term 360 360

Price 102.00% 101.82%

Pmt $1,663.26 $1,168.41

Eff Yld 6.80% 3.85%

Mod Period 34

Balance at Mod Date $244,737.37

Unamortized Premium $4,446.63

Interest Capitalized $14,213.52

Deferred Income ($8,511.26)
Carry Amt $254,886.26

DCF @ 6.80% $179,133.84

Val Allowance ($75,752.42)*

* Note that the example assumes no default assumptions for illustrative purposes.  In practice, 

default would need to be considered.
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Difficulty in Applying FAS 114

System Requirements and Process Challenges

– Identifying TDRs in Loss Mitigation for proper flagging

–System functionality to capture the terms before and after 
modification

–Capturing/calculating the proper effective yield for discounting 

–System feeds for future contractual cash flows

– Incorporating estimated default and prepayment assumptions

–System capability of accreting any NPV impact of impairment

–Ensuring the TDR reserve isn‘t double counting FAS 5 or other 
reserves (e.g., FFIEC)
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Accounting for FAS 91 Deferred Amounts

A TDR is a continuation of collection on the original loan

Therefore, FAS 91 deferred fees and costs continue as part of the 
carrying amount of the loan

―New‖ fees received related to TDR is a reduction of the recorded 
investment

Additional costs should be expensed as incurred
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NON-TDR – Major Mod Accounting

Loan modifications that do not result in a TDR and are not within 
the scope of SOP 03-3 are subject to the more than minor loan 
modification evaluation

SOP 03-3 loan modifications – remain within the scope of SOP 03-3

For loans within the scope of EITF 01-7, if the loan‘s modified cash 
flows discounted at the original effective yield is changed by 10% 
or more from its previous carrying amount, then the loan is 
considered to be a more than minor (i.e., a ―major‖ modification)

–Lender should perform the EITF 96-19 cash flow analysis

–The old loan‘s unamortized fees and costs are recognized in full in 
current period earnings

–New fees and costs are deferred and amortized according to the lender‘s 
income recognition policy
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Loan Modification Accounting

Off-Balance Sheet
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The Issue - QSPEs

A Qualifying Special Purpose Entity (QSPE) is a trust or other 

legal vehicle that meets ALL of the following criteria:

Demonstrably distinct from the transferor

Permitted activities are significantly limited and entirely specified

May hold only certain passive assets, and 

May only sell or dispose of noncash assets in certain 

circumstances



26

Accounting Guidance for Loan Modification

QSPE‘s activities must be ―significantly limited and entirely 
specified‖

 ‗Work outs‘ allowed for loans that are delinquent or in 
default (140 Q&A #28B)

SEC interpretation expands this to ‗reasonably foreseeable‘ 
default
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Accounting Issues:

Home Affordable Modification

Program
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Accounting Issues – HAMP

On-Balance Sheet Loans 

Are modifications under this program TDR’s?

What is the accounting for the US Treasury Payments under the 

program?

Payment reduction cost share

One-time incentive

Pay-for-performance success

Considerations for “expected cash flows”

Servicing incentive fees – recognition model
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Accounting Issues – HAMP

Off-Balance Sheet Loans 

 Implications for QSPE’s?

Do servicers need to obtain “pre-approval” from investors?

Who receives the US Treasury payments – investors or servicers?

Servicing incentive fees – recognition model

Other Considerations

 Investor Considerations

 Derivatives (embedded)?

 Disclosures
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Modifying SOP 03-3 Loans
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Modifying SOP 03-3 Loans

Individual Loans 

What triggers impairment?

How do you measure the impairment?

 Implications of loan modifications – do you continue to apply 03-3?

Pooled Loans 

Any differences to the considerations for an individual loan?

 Implications of loan modifications



32

Questions
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Applicable Accounting Literature

FASB Statement No. 5, Accounting for Contingent Losses

FASB Statement No. 15, Accounting by Debtors and Creditors for Troubled 
Debt Restructurings

FASB Statement No. 91, Accounting for Nonrefundable Fees and Costs with 
Originating and Acquiring Loans and Initial Direct Costs of Leases

FASB Statement No. 114, Accounting by Creditors for Impairment of a Loan

FASB Statement No. 118, Accounting by Creditors for Impairment of a Loan
– Income Recognition and Disclosures

FASB Interpretation No. 45, Guarantor’s Accounting and Disclosure for 
Guarantees, Including Indirect Guarantees of Indebtedness of Others 
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Applicable Accounting Literature (continued)

AICPA Statement of Position 03-3, Accounting for Certain Loans Or Debt 
Securities Acquired in a Transfer

Emerging Issues Task Force No. 92-2, Measuring Loss Accruals by 
Transferors for Transfers of Receivables with Recourse

Emerging Issues Task Force No. 96-19, Debtor’s Accounting for a Modification 
or Exchange of Debt Instruments

Emerging Issues Task Force No. 01-7, Creditor’s Accounting for a 
Modification or Exchange of Debt Instruments

Emerging Issues Task Force No. 02-4, Determining Whether a Debtor’s 
Modification or Exchange of Debt Instruments Is Within the Scope of FASB 
Statement No. 15

Emerging Issues Task Force No. 02-9, Accounting for Changes That Result in 
a Transferor Regaining Control of Financial Assets Sold
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