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.-. tbe first fiscal quarKr bef,rinning atter the jSRuance of the find stnndanl. rvrany transferors \vill 
need to niodify llsed in their transfers, consult \vith l.egal advisors legal 

review existing trtlllsactions, and revise transaction struc.tUft;$, Therefore. we 
rccolrunend that the r A.SB provide ItJf a longer in1p lemcntation period following the issuance of 
a final standard on transfers of financial in order to aHo\v tor a lTIOre orderly transition to 
the revi;;e<i standard. 

We would welcome the opportunity to discuss our comments with you further. 

Sincerely, 

Robert F. Storch 
Chief Accountant 
Federal Deposit Insurance Corporation 

Zane D. Blackburn 
Chief Accountant 
Office of the Comptrolier of the Currency 

David M. Marquis 
Director, Office of Examination and InslUance 
National Credit Union Administration 

Enclosure 

Charles R Holm 
Deputy Associate Director 
Board of Governors of the 
Federal Reserve System 

Jeffrey J. Geer 
Chief Ac.countant 
Office of Thrift Supervision 
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Proposed paragraph f.LA.. of FAS 140~ as it \vOLild be arHendt:£:4 identitles the char;:cteristlcs of a 

In a loan. pnriic:ipatioo;. a tnm.sfer;)l"s responsibility to Blake ~djustnlents resulting fronl defects 
typicaliy arises from the stanuaru repr(:s0lJtations and 'Namml;es ,hat are custoHlflrily included in 
participation agreements. Based on the >Vedfic l~Jlgu"ge contalneJ in paragraph 8A( c), it is our 
nnderstanding that the presence of these standard fepresentalloHs a.rlD wanauties nwy cause these 
arrangernents to fall the '~no r~courseH charac:ieristie. of a participating interest. This · ... vQulct 
defeat the purpos<o bebn" ,he FASB's creation oflhe conc<;:pt of" purticipating interest, the 

C ' h" " l ' l ' ~' ... 1 . .. , , h f trans l.e.r ot Wt len IS 101eo{. eo to qua u.y tor sate accounting trcatHient WltOQut t e use 0" a 
quali fying special purpose entity (QSPE). Because the standard representations ann warranties 
c.ontained in tnost participation agreenlcnts are provided tor the purpos~ of reilnbursing a 
U"<msferee if the transferor misrepresen ts t\lt' n"ture oftlle loan, ,be bouO\ver, or the trans feror's 
underwriting efforts and " ot for the purpost: ofproYiding reimbursement for credit losses that 
might arise after the tr,U}sfer of the participation, we do not believe thai the presence of such 
representations and warranties in a loan p,u'ticipation agreement should preclude the transfer of a 
loan participation from being accounted for as a sale. Therefore, we urge the f ASB to revise the 
"no recourse" characteristic of a participating interest so that it excludes those repr~sentations 
and warranties falling within clause (c) ofFAS l40' s definition of recourse that do not function 
as a credit enhancement. 

Participating Interest - Govemment·Guar®teed Lopns 

Based on discussions with the FASH staff, we understand that questions have been raised as to 
how the characteristics of a participating interest should be evaluated in the context o f 
transactions in which an institution transf~rs the portion of an individual loan that is guaranteed 
by a U.S. Government agency and retains the 1.U1guaranteed portion of the loan. U,S, 
Government agencies that provide these guarantees include the Small Business Administration 
(SBA) and the Department of Agriculture's Farm Service Agency. Many institutions, including 
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a significant nwnber of smaller commtinityinstitutiOl1S, originate or purchase these Govemment
guaranteed loans and transfer the guaranteed portions into the secondary market using a transfer 
docwnent issued by the guaranteeing agency. 

Under the SBA's secondary market program, for example, in ccrtain circumstances following the 
borrower's default on a guaranteed loan, the transferee holding the guaranteed portion receives 
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 in 
proposed paragraph SA(c) that states that "no participating iuterest 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 appropriate 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 cxtinguished. 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 ofFAS 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 BA(c). This view would be consistent with the concept of not 
maintaining "effective 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 teuns of the 
SBA's transfer docwnent, 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 
premium received on the transfer of the guaranteed portion to the transferee if either the 
borrower repays the loan within 90 days of the transfer or certain borrower default conditions are 
met within less than one year of the transfer. The defmition of recourse in Appendix E of 
F AS 140 also encompasses "[t ]he right of a transferee of receivables to receive 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 SA(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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loan. Because the SBA imposes this premium refund obligation on the transferor, we believe 
that it should be excluded from the scope oflhe "no recourse" characteristic in paragraph SA(c) 
and that its existing aCCDunting treatment under FAS 140 should be retained. 

As a practical matter, if the gulU"anteed and llllguaranteed portions of a U.S. Govemment
guaranteed loan such as an SBA loan fai l to qualify as participating interests, the lender would be 
requ ired to transfer the entire loan to a QSPE to achieve sale accounting. The QSPE would then 
issue separate beneficial interests in the guaranteed and unguaranteed portions of the loan. 
Based on the feedback we have received, it would not be cost effective for smalier institutions, 
which may be the only source for Govemment-guaranteed loans in certain communities, to 
structure transfcr;; of the guaranteed portions of slleh IQans through QSPEs. 

Furthermore, we do not believe that the well established practice of dividing Govermnent
guaranteed loans into their guaranteed and unguaranteed portions for purposes of transferring the 
guaranteed portion to another party should disqualify these transactions from sale accounting. 
We are not aware of accounting abuses that have arisen in the market for the Govcrnment
guaranteed portions of loans that would justify a change in the existing accounting treatment of 
these transfers under FAS J 40, which takes the Government !;'uarantee into account in the 
valuation of the soh.1 versus retai ned portions of the toan. Therefore, we urge the :F.\S B to 
d arify that when a loan partially guaranteed by a U.S. Government agcncy is divided into 
guaranteed and unguaranteed portions, tbe tr;msfcr of the guaranteed portion would be eligible 
iCl", sale accounting without having to resort to the use of a QSPE. which would avoid a 
potentially significant disruption to the credit avai lability initiatives administered by the SBA 
and other U.s . Governrnent agencics. 

T f' 'B ti-·i; · rans eror s ene CJ a~ interest -
Paragraph) 1 ofFAS 140, as it is proposed to be amended, would require that a "transferor's 
beneficial interesC~ be ini t j ally measured. at _f"air value rather than at its allocated carrying amount 
hased on rela.tive fair values. In the Board's vievl"~ this change in initial measure.ment is 
warranted becau!\e the beneficia! interest 1S a ne\v asset. According to paragranD A3R of me· - - . 
t:xp0:-~1ire Draft .. if an entire financial a,5se-i has he~D transferred to a QSPE and. the· transferor has 
given up control ofihat assct~ any benefIcial mterest the trlli'1sferor Tee-Gives in return is a n~w 
asset even i f the cash ilo\vs COllle fronl the asset onRinal1v held bv the transferor. \Ve disaorce • ..... - .::>""" 

-,- - - , , --- -, , T' I .. . asset. uh.:ren v U1 R; t7enni£ lnihal tan va!u;; rrreasurernent. .HI on!' VIe:;,,\". Stle 1 1:1 c.oncm810n is not , - .... ...... '-. -
consistent ''lith the substance of the Urfiihgetnent and \vould reduce thE: transparency ofihe sale -' - -

Althoug.h the transferor n:mst surrender control ovt:r the entire transferred indivi.dual finii.ncial 
assc-t or group of finan.ciaJ assets to satisfy the co.ndjtjons for sale ace-~uIlting under the proposed 
revision, the tra..nsferot tnus! then gain corrtn::.! of an interest in the transferred financial assct{!i) in 
~l;-,..:§''''~ to ""e coO"rli7e th"~ ini""--:-'F'st 'is '.l"~ ,:t~<;;;' F't- ~n 1}."" 3''''COl lr'tinoJ {-;., t-h ..... ~,:\ ic t"'::illc:·.\,+on Pl!t ~i ~v" a~id""" '_ "'" ......... ~ ' . _ !. ' . ' ,:7' ~ .... . . , . ~, ' ~.-.-'--' .. , .. ,~- ........ ~ -.,- -"~ .,-'--' "" . . ' ' -'-;:;- ->--'. _.V c_l- " -'- _ ..... ~._. -'- -_'':' . _ , ,"" ~ c.. .... 

DE the· nnanc.ial (If:iset nr a1:isets in th~.ir entirety to the QS:)E~ t;.i;e substance of wh<1t has oGcllrred is 
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that the tr;msferor continues to control a portion of the cash flows from the original financial 
assets. In that case, with respect to the portion of the cash flows over which the transfero r has 
effectively maintaine<i control, we do not believe that the earnings process has been completed 
nor that the cost basis oTtnese controlled cash Hows shou ld be restated to fair value, resu lting in 
the recognition of a gain or loss on the instrument the Exposure Draft refers tu as the transferor' s 
beneficial interest. 

Thus, we agree with the views of the dissenting Board member that are expressed in 
paragraph A54 ofthe Exposure Draft. In particular, we share the concern ofthis Board member 
who believes that the proposed remeasurernent of retained beneficial interests at fair value 
"introduces discretiouary timing of gains and losses on entire assets for nonsubstantive economic 
changes (such as the use of a qualifying SPE to sell a small disproportionate interest in the cash 
flows of an asset, which would trigger recognition of the gain or loss on the whole asset, even 
though the transferor retains control over most of the cash Hows of the asset)" Such 
discretionary timing of gains and losses on entire assets raises significant supervisory concerns 
about earnings and capital management and the transparency of the transaction. In essence, 
allow ing the transferor' s beneficial interest to be measured initially at fair value encourages the 
types of transaction structuring that the Securities and Exchange Commission suggested shOUld 
be eliminated in its "Report and Recommendations Pursuant to Section 401 (c) of the Sarbtmes
Oxley Act 0[2002 on Arrangements with Off-Balance Sheet Implications, Special Purpose 
Entities, and Transparency of Filings by Issuers." Therefore, we urge the Board to eliminate the 
proposed requirement for initi al fair value measurement of a transferor' s beneficial interest. 

Exposure Draft, Proposed Statement of Financiai Accounting Standards, 
Accounting (or Sen'icing o(Finallciai Assets , • 
an amendment of FASB Statement No. 140 

Initial Measurement of Servicing Assets 

The Board has proposed to amend paragraphs 10 and 11 ofF AS 140 to also require that 
transferors recognize and initially measure servicing assets at fair value in all transfers of 
financial assets that satisfy the conditions to be accounted for as a sale. Under FAS 140 at 
present, similar to the treatment ofa transferor' s beneficial interests, these servicing assets are 
initially measured at their allocated previous carrying amount based on relative fair values. 
Paragraph 61 ofFAS 140 states that "[s]ervicing is iuherent in all financial assets; it becomes a 
distinct asset or liabili ty only when contractually separated from the underlying assets by sale or 
securitization of the assets with servicing retained or separate purchase or assumption of the 
servicing." Because ofthe inherent nature of servicing, and consistent wi th the views expressed 
above concerning the transferor 's beneficial in terest, we do not believe that, in substance, the 
cash flows represented by the contractually specified servicing fees when servicing is retained by 
the transferor in an asset sale or securitization, together with the other benefits of servicing that 
already belonged to the transferor prior to the sale or securitization, represent a new asset. Tn 
addition, consistent with the preceding comments, we have similar supervisory concerns abou t 
eamings and capital management and the transparency of the transaction. Accordingly, we 
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r" recOlmnend that the transferor ' s initial measurement of servicing assets retaincd in a sale or 
securitization should continue to be detem1ined on an allocated carryover basis and should not be 
changed to fair value. 

. ., • 

Classes of Servicing Assets and Liabilities 

The FASB has proposed to amend paragraph l3 ofFAS 140 to permit, for each class of 
separately recognized servicing assets and liabilities, an entity to choose to apply one of two 
subsequent measurement methods, either the amortization method or the fair value measurement 
method. An entity would be required to apply the same subsequent measurement method to each 
servicing asset or li ability in a class. The class of servicin g assets and liabilities must be 
determined based on the major asset type being serviced. "Major asset type" is described in the 
existing FAS 140 disclosure requirements in paragraph 17 that apply to securitized financial 
assets as, for ex[mlple, "mortgage loans, credit card receivables, and automobile loans," 

While these major asset types may be appropriate for disclosure purposes, requiring their use for 
purposes of identifying classes of servicing assets and liabilities to which a subsequent 
measurement method is to be applied is problematic, particularly for mortgage loans. A wide 
variety of loans with differing risk charactClistics fall s within the broad category of "mortgage 
loans." For example, mortgage loans can be closed-end or open-end (e.g., home equity lines of 
credit) and can be secured by different types of property (e.g., single family residences, 
multifamily residential property, and conunercial real estate). Prepayment ri sk and default rates 
also differ across mortgage loans (e.g., 3D-year fi xed-rate amortizing mortgages ,md option 
adj ustable-rate mortgages). Although mortgage servicing rights are commonly transterred, the 
depth and liquidity of the market for different "subclasses" of mOlt gage loans can vary 
significantly. In addition, the extent of market infOlm ation and the corresponding reliability of 
market assumptions and valuations can vary greatly by subclasses of mortgage servicing assets 
and liabilities. 

As a conseq ence, we understand that servicers often employ different strategies for mitigating 
the risks inherent in different subclasses of mortgage servicing assets and liahilities. Some 
servicers may choose to economically hedge only certain subclasses of mortgage servicing and 
not otbers. Thus, the proposed requirement that an entity apply a single subsequent measurement 
method tor its entire class of mortgage servicing assets and liabilities may add to income 
statement volatility for certain subclasses of servicing wbile reducing it for otber subclasses. 
This may also be true for the servicing of other "major asset types." We therefore recommend 
that the F ASB revise its servicing rights proposal to permit the choice of subsequent 
measurement method to be made for each subclass, rather thaII class, of separately recognized 
servicing assets and liabilities. In developing guidance on subclasses, it may be useful to look to 
the existing impairment requirements in FAS 140, which wiU be retained for the amortization 
method. Under these requirements, an entity must stratify ser,icing based on one or more of the 
predominant risk characteristics of the underlying financial assets. 


