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-2- APPENDIX

a significant number of smaller community institutions, originate or purchase these Government-
gsuaranteed loans and transfer the guaranteed portions into the secondary market using a transfer
document issued by the guaranteeing agency.

Under the SBA’s secondary market program, for example, in certain circumstances following the
borrower’s default on a guaranteed loan, the transferee holding the guaranteed portion reccives
cash from the SBA for the remaining balance of that portion of the loan, but the holder of the
unguaranteed portion does not receive cash at the same time. We understand that some may
view this outcome as being contrary to the characteristic of a participating interest cited 1n
proposed paragraph 8A(c) that states that “no participating interest holder is entitled to receive
cash before any other participating interest holder.” However, we believe that, when the SBA
distributes cash to the holder of the guaranteed portion of the loan, it is more approprnate to treat
this transaction as the transfer of the guaranteed portion of the loan from one holder to a new
holder (the SBA). The guaranteed portion of the loan remains outstanding and the borrower’s
obligation has not been extinguished. All of the cash flows received from the loan after the
holder of the guaranteed portion has transferred this interest in the loan to the SBA continue to
be divided among the holders in proportion to their respective shares of ownership in the loan,

The SBA’s transfer document also indicates that the transferor of the guaranteed portion has no
authority to unilaterally repurchase the transferred guaranteed portion. However, in certain
circumstances following the borrower’s default, the SBA may offer the transferor the option to
repurchase the guaranteed portion from the transferee. The SBA may also approve such a
repurchase in an emergency situation when a change in the loan’s repayment terms is necessary
to prevent the failure of the borrower’s business. These should be viewed as conditional
repurchase options under paragraphs 9(c) and 55 of FAS 140 rather than as an entitlement of the
holder of the guaranteed portion to receive cash before other holders of interests in the loan
under proposed paragraph 8A(c). This view would be consistent with the concept of not
maintaining “cffective control” under FAS 140 when the guaranteed portion is transferred and,
therefore, the conditional options should neither prevent the guaranteed and unguaranteed
portions of the loan from qualifying as participating interests nor preclude sale accounting at the
date of transfer. However, once either option is no longer conditional based on the terms of the
SBA’s transfer document, the transferor is deemed to have regained effective control over the
guaranteed portion and therefore must recognize it as an asset because it can no longer be treated
as sold.

In addition, we note that the SBA’s transfer document requires the transferor to refund any
preraium received on the transfer of the guaranteed portion to the transferce if either the
borrower repays the loan within 90 days of the transfer or certain borrower default condittons are
met within less than one year of the transfer. The definition of recourse in Appendix E of

FAS 140 also encompasses “[t]he right of a transferce of receivables to recetve payment from the
transferor of those receivables for (a) failure of debtors to pay when due, {or] (b) the effects of
prepayments.” As previously mentioned, proposed paragraph 8A(c) states that one characteristic
of a participating interest is that “[p]articipating interest holders have no recourse to the
transferor.” We understand that the transferor’s obligation to refund the premium occurs
infrequently. Under existing FAS 140, the transferor recognizes the premium refund obligation
as a liability incurred at fair value when accounting for the sale of the guaranteed portion of the

..........
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