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participation market for credit unions and an overview of our own loan participation
program.

http://www.wescorp.org/loans/lcommentary.asp?catid=46&cat_typeid=1

In general, WesCorp would favor solutions that promote the efficiency, effectiveness and
fairness of the accounting treatment for all financial entities. Loan participation
arrangements are an effective balance sheet management tool for credit unions to
manage liquidity, diversification of geographic risk and regulatory capital constraints. A
typical loan participation transaction that credit unions enter into is where the originating
credit union sells a 90% participation 1in its loans and retains the servicing rights as well
as a 10% interest in the loans. All the rights to the underlying loans are conveyed
consistent with the ownership percentages of 90% and 10%. However, the originating
credit union may retain a small subordinated interest, generally 5%, in the pool of loans
against which losses are initially allocated and will provide reserves for the expected
losses, which is usually significantly less than the limited subordination. WesCorp
supports this structure for credit unions and urges FASB to reconsider its application of
tfrue-sale accounting treatment to this structure so that credit unions may enjoy the
benefits of their higher credit quality loans, as well as their accustomed regulatory
environment, as outlined in the following paragraphs.

There are several reasons why this structure 1s commonly used by credit unions. First,
because credit unions are mutual-enterprise organizations and are owned by their
members (borrowers), the credit quality of credit union loans often 1s much higher than
simtilar loans of other financial institutions. While the general marketplace does

not recognize this distinction, the credit union industry does. Therefore, the originating
credit union is able to obtain significantly better pricing on participations sold within the
industry. Originating credit unions would much rather retain credit risk (which they know
to be low) and receive the higher selling price similar to loans sold with full recourse.

Another reason this structure 1s commonly used is because 1t meets the legal isolation test
under National Credit Unton Administration (NCUA) regulations. Section 709.10(6) of
the NCUA regulations provides language that protects assets transferred in conjunction
with a securitization or participation, provided that the transfer meets all conditions for
sale accounting treatment under generally accepted principles, other than the legal
1solation condition which is addressed by this regulation. While Section 709.10(4) of the
NCUA regulations defines participations as loans sold without recourse, NCUA has
issued a legal opinion letter (consistent with its Commentary to the Final Rule creating
Section 709.10 — see 65 Federal Register 55349, September 14, 2000 — and the similar
FDIC Commentary to its mirror-image Regulation at 12 CFR Section 360.6 - see 65
Federal Register 49189, August 11, 2000) that affirms that the retention of a limited
subordinated interest against which losses are initially allocated will not, by itself, make
the transfer a recourse participation for purposes of Section 709.10(a)(4). Therefore,
credit unions using limited subordination have been able to receive more favorable
pricing by retaiming the credit risk while meeting the legal isolation test under SFAS No.
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140 for sale accounting treatment within the regulatory environment in which they
operate.

WesCorp strongly encourages FASB to note that receiving sale accounting treatment is a
critical element of entering into loan participation transactions for credit unions because
credit unions also operate under regulatory capital constraints. Thus, credit unions do not
desire to retain the assets sold on their balance sheets as would be required to if they did
not meet the criteria for sale accounting treatment because doing so would reduce their
regulatory capital ratios and potentially put unnecessary strain on their balance sheets.

As such, WesCorp is concerned with FASB’s proposed approach that would require that
a QSPE be used for all transfers of portions of financial assets except those

transfers which meet the definition of a participating interest. While it is presently
unclear as to whether credit unions would even have the legal authority to be able to
create a QSPE through a credit union service organization—assuming they did—the
requirement of such a legal structure would be out of reach for many credit unions from
both a cost and complexity standpoint.

Equally concerning to us is the definition of a participating interest under FASB’s
proposed approach. We do not believe the retention of a limited subordination as
described in the transactions above, in any way mitigates the fact that an entity has
surrendered control over the transferred financial assets. The subordination is limited
contractually and results in the recognition of a separate liability by the transferor that is
utilized under contractually defined circumstances. All other rights and obligations
related to the transferred financial assets (loans) transfer to the transferee as required
under sale accounting.

Finally, WesCorp finds unclear the transition provisions under the proposed statement.
The Exposure Draft states that 1f the transferor has a continuing obligation or any
remaining commitment related to the transferred financial assets to deliver cash or other
assets, than that entity would be required to change its accounting for that transaction
upon issuance of the final statement. (What about servicing of loans sold — does that
constitute “a continuing obligation”?) It is unclear whether the existence of limited
subordination against which losses are allocated constitutes a continuing obligation
under the proposed statement. WesCorp strongly suggests that considering this structure
to be a continuing obligation under the proposed statement, to be unduly burdensome and
unfair to credit unions that have entered into transactions under previous guidance in
good faith based upon existing accounting and regulatory rules. Without the ability to
obtain true sale accounting treatment, credit unions would not have entered into loan
participation sale transactions, and the requirement to record the effect of a cumulative
accounting change could negatively impact the regulatory capital ratios of credit unions.

As stated previously, loan participations are commonly used as a balance sheet
management tool for credit unions. Entering into loan participation transactions that
qualify for sale accounting treatment has allowed credit unions to:

e more effectively serve their member needs, as well as
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e manage their balance sheets and liquidity needs without impairing their regulatory
capital ratios as would be the case if they were to stmply enter into borrowings for
their hiquidity needs.

The presence of a limited subordination feature that qualifies for sale accounting
treatment has allowed credit unions to receive pricing more commensurate with the credit
risk that exists in their portfolios rather than sell participations in what they believe to be
below-market prices. In addition, these transactions have other benefits to the safety and
soundness of credit unions as they result in diversification of credit risk and geographic
risk inherent in loan portfolios. WesCorp respectfully suggests the exposure draft, as
currently written, unfairly penalizes credit unions and other entities in its attempt to
control practices that it deems to be outside of the original intent of SFAS No. 140.

Again, WesCorp appreciates the opportunity to comment on this Exposure Draft. We
would be pleased to dialogue further with FASB on this proposal in support of these
comments.

Regards,

Todd Lane
Executive Vice President and Chief Financial Officer

WesCorp



