TO: 

State Directors, Rural Development

ATTN: 
Business Programs Directors

SUBJECT: 
Business and Industry Guaranteed Loan Program

Financing with Bonds

This unnumbered letter updates and replaces the October 23, 2007, unnumbered letter of the same title.  All applicable Agency forms are to be used as they would if Rural Development were guaranteeing a loan.  It is imperative to remember that any bonds guaranteed under the Business and Industry (B&I) program must be taxable in accordance with RD Instruction 4279-B, section 4279.114(p).

As background, a bond is a debt security in which the issuer owes the holders a debt and is obligated to repay the principal and interest following a predetermined schedule.  Other stipulations may also be attached to the bond issue, such as the obligation for the issuer to provide certain information to the bondholder or limitations on the behavior of the issuer.  Bonds are generally issued for a fixed term longer than 1 year.  A bond is similar to a loan but in the form of a security, although terminology used is different.  The issuer is equivalent to the borrower and the bondholder to the lender.  Bonds enable the issuer to finance long-term investments with external funds.  When bonds are issued, there may be a trustee involved.  A trustee is an entity designated by the issuer as the custodian of funds and is sometimes the official representative of bondholders.  Trustees are appointed to ensure compliance with the bond documents and often represent bondholders in enforcing their contract with the issuer.  There are three primary types of bonds: municipal bonds, government bonds, and corporate bonds.  With the B&I Guaranteed Loan Program, certain corporate bonds may be guaranteed, but not municipal or government bonds due to the inability to identify an entity that would undertake the functions of the lender.
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Corporate bonds are debts issued by industrial, financial, and service companies to finance capital investment and operating cashflow.  Corporate bonds are debt obligations, or IOUs, issued by private and public corporations.  They are typically issued in multiples of 
$1,000 and/or $5,000.  Companies use the funds they raise from selling bonds for a variety of purposes, from building facilities to purchasing equipment to expanding the business.  When a bondholder buys a bond, they are lending money to the corporation that issued it.  The corporation promises to return the principal and interest on a predetermined schedule.  The interest payments received from corporate bonds are taxable.  Unlike stocks, bonds do not give a bondholder an ownership interest in the issuing corporation.  To be eligible to be guaranteed under the B&I program, the bond must be an amortizing bond, on which payments must include principal and interest, and must be in accordance with RD Instruction 4279-B, section 4279.126(a)-(e).

Additionally, due to the potential conflict of interest of having a lender being in an ownership position, convertible bonds are not eligible to be guaranteed.  A convertible bond gives the bondholder an opportunity to convert the bond into an ownership interest under predetermined circumstances.

Recently, Farm Credit System (FCS) member institutions have been promoting its Rural America Bonds Pilot Programs.  FCS banks, associations, and service corporations (collectively, FCS or System institutions) are authorized by Farm Credit Administration (FCA) regulations to hold investments that the FCA approves on a case-by-case basis.

The bonds that we are likely to be asked to guarantee are corporate bonds.  FCA pilot programs include Partnerships with Agricultural and Rural Community Lenders, Rural Economic Development and Infrastructure, Rural Housing, and Equity Investments.  For more information, go to www.fca.gov and search for the informational memorandum dated January 11, 2005, titled Investments in Rural America-Pilot Investment Programs.  A proposed rule, published on 
June 16, 2008, included a provision that would make the "Rural America Bonds" pilot program, with several revisions and the addition of venture capital funds, a permanent part of the FCS regulations and available to all FCS institutions.  The disposition of the proposed rule, which received over 10,000 comments when the comment period closed on August 15, 2008, is still under review by FCA. 
Please be advised that our participation in guaranteeing taxable bonds is not limited to FCA pilot programs.
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The following scenarios involving these pilot investments have arisen:

Scenario #1: Lender (bondholder) buys all the bonds.  Lender (bondholder) can sell bonds on secondary market and retain required percentage.  Preferably, there would be one bond.  At most, there could be up to 11 bonds using the multi-note system, in accordance with RD Instruction 4279-B, section 4279.75(b); up to 10 bonds for the guaranteed portion and one bond for the unguaranteed portion.  Under this scenario, the lender (bondholder) is clearly identified.  There is no question that the lender/bondholder is responsible for servicing the loan/bond.  There would be no trustee in this scenario.  This scenario would comply with the B&I Guaranteed Loan Program regulations.
Scenario #2: The same scenario as #1, except the lender (bondholder) is the trustee.  The non-lender bondholders have no control over the trustee other than being able to make demand for payment or repurchase of their guaranteed interest under applicable regulations.  This scenario would comply with the B&I Guaranteed Loan Program regulations.

Scenario #3: The same scenario as #1, except there is a third-party trustee.  There would have to be a signed agreement between the lender (bondholder) and the trustee, giving the trustee the authority to act on behalf of the lender for routine servicing.  The trustee must be fully under the control of the lender.  As under Scenario #2, the bondholders would receive payments from the trustee, but would have no control over the trustee.  You should ensure that the trustee has the necessary servicing experience.  The lender (bondholder) is still the ultimate party responsible for servicing the B&I loan.  

Scenarios that would not comply with the B&I Guaranteed Loan Program regulations include: (1) when the lender (bondholder) does not initially purchase all of the bonds; (2) when there are more than 11 bonds issued, which would conflict with our governing regulations (see Scenario #1); and (3) when the trustee is not fully under the control of the lender (bondholder).  With regard to item 3, some examples of when the trustee would not be fully under the control of the lender (bondholder) would be if the non-lender bondholders can direct the trustee to take servicing actions, such as accelerating the bond, or the non-lender bondholders can replace the trustee.  The non-lender bondholders cannot have any more rights than “holders” under program regulations.

None of these scenarios comply with the B&I Guaranteed Loan Program regulations.  In all projects involving a B&I guaranteed loan, the lender (bondholder) must retain 5 percent of the loan or bond in accordance with RD Instruction 4279-A, section 4279.77.  In some cases, there may be two series of bonds issued; one for the guaranteed portion and one for the unguaranteed portion.
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Each of these deals will have a bond purchase agreement between the issuer (borrower) and the bondholder (lender).  The bond purchase agreement will contain similar language to what is contained in a loan agreement.  This includes the financial covenants listed in RD Instruction 4279-B, section 4279.161(b)(11).  Please ensure the lender (bondholder) is familiar with Agency requirements.  The bond purchase agreement must not conflict with the B&I regulations.  Additionally, a signed Form RD 4279-4, “Lender’s Agreement,” is required.

The lender (bondholder) services a bond just as if it were a loan.  If the lender (bondholder) wishes to sell the guaranteed portion on the secondary market under the single note option, it would use Form RD 4279-6, “Assignment Guarantee Agreement,” just as it would for any other B&I loan.  Corporate bonds should not be taken as collateral as they are debt instruments and have no value in the event of liquidation.  Corporate bonds must be secured with collateral similar to the collateral taken when making a loan.  As always, you must be in compliance with all of the provisions of RD Instructions 4279-A and B.

It is no longer necessary for applications using bonds as the financing instrument to be reviewed in the National Office.  The Office of the General Counsel Regional Attorney will be responsible for reviewing bond documents for legal compliance.  It is the responsibility of the State Office to review the documents for program compliance, particularly with RD Instruction 4279-B, 
section 4279.161(b)(8). 
If you have any questions, please contact the B&I Division, Processing Branch at 
(202) 690-4103.

BEN ANDERSON

Administrator

Business and Cooperative Programs
RECALL:fkief/ULbonds 11-09.doc
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