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State and City Bond Guaranty Programs

Preface

Several states and cities, including Oregon, operate state-supported bond guaranty programs.  This paper describes several of these programs.  States or cities that adopt credit enhancement programs on bonds do so to promote economic development and job creation by leveraging private investment with low-cost municipal (either tax-exempt or taxable) financings.   

The Oregon Economic and Community Development Department currently operates a $75 million credit enhancement program that provides loan guarantees on conventional bank loans.  The Department is exploring the financial and legal feasibility of extending this program, the Credit Enhancement Fund, to tax-exempt and taxable bonds, particularly qualified small issues for manufacturers.  

State and federal governments are examining ways to assist the manufacturing industry.  An industry that has lost an extraordinary large number of jobs over the past three years.     For example, between July 2000 and June 2003 Oregon lost 29,000 manufacturing jobs.  This is a loss of 12.9% of the state’s manufacturing employment.  A loss of 1 out of every 8 Oregon factory jobs.  Nationally, over this same period, 2,623,000 manufacturing jobs were lost.  An extraordinarily high loss rate of 15.1% of America’s manufacturing employment or 1 out of every 7 U.S. factory jobs. 

With the exception of the Oregon Small Scale Energy Loan Program and certain moral obligation programs of the Finance Authority of Maine, all of the public credit enhancement programs reviewed in this report primarily provide credit enhancement for qualified small issues for manufacturers.  The state and city programs reviewed focus on various features of programs, particularly how the credit enhancement is secured to achieve investment grade bond ratings.  

Public credit enhancement programs for manufacturing bonds enable small and mid-size manufacturers to tap national and international credit markets in much the same way as the Fortune 500.  This means access to lower tax-exempt interest rates and longer-term loans.  This, in turn, makes it possible for manufacturers to make greater capital investments than would otherwise be possible.  The aging condition of manufacturing facilities and more import competition from open markets makes it imperative for manufacturers to continuously invest in plant and equipment to stay competitive.  

In addition, public credit enhancement programs for manufacturing bonds generally employ prudent but more flexible credit underwriting standards than their conventional bank counterparts.  For example, the New Hampshire program bridges much of the equity gap between appraised value and the cost of projects in distressed areas.  Other programs like Arkansas offer fixed-rate composite bonds that provide access to tax-exempt financing for small projects ($ 500,000-$1 million) that would otherwise find tax-exempt financing uneconomical.  

Credit Enhancement Terms

Full Faith and Credit secured bonds are also known as General obligation (G.O.) bonds because their repayment is based on the general credit and taxing powers of the state or city that provides this credit enhancement pledge on economic development bond issues.  The promise to repay is unconditional, although there is a distinction between G.O. bonds payable from unlimited taxing powers (Maine, New Hampshire, Oregon Small Scale Energy Loan Program) and those where the power to tax for debt is subject so some kind of limitation as to rate or amount.  These latter bonds are called Limited Tax bonds.  Bonds credit enhanced by the Minneapolis Common Bond Fund carry a small limited tax pledge as one of several layers of credit enhancement. 

Revenue Bonds secured by a Moral Obligation pledge (Maine) are backed a state or city’s intention to replenish any insufficiencies in the capital reserve or debt service reserve fund.   In these issues the state is expected through legislative appropriation, to replenish a deficiency in the reserve fund if the reserve has already been tapped to cover debt service payments, or if a shortfall in an upcoming bond payment is anticipated.  Moral Obligation secured bonds are typically structured with minimum reserve levels of maximum annual debt service on the bonds—debt service reserve fund that may be funded from bond proceeds. 

Moral Obligation bonds are typically rated one rating category below the rating on the state’s general obligation debt.  Standard and Poor’s rates these bonds, Moody’s Investor Service does not.  The primary reasons for the lower rating are that the Moral Obligation pledge signifies an intention of the state to pay and is not a direct general obligation of the state.  Therefore, a Moral Obligation pledge is not legally enforceable.  In addition, no continuing appropriation supports the bonds, since each legislature must appropriate moneys independently.  Important rating factors include the Executive/Legislative process and timing to request funds to replenish a debt service reserve fund.   

Case Studies

Arkansas Bond Guaranty Programs

The Arkansas Development Finance Authority (ADFA) and Arkansas Department of Economic Development (ADED) administer state-supported bond guaranty programs in Arkansas.  

Arkansas Development Finance Authority 

History

The State Legislative Act 505 created the Arkansas Development Finance Authority’s Bond Guaranty Program administered by ADFA in 1985.  The bond guaranty program was started in 1987.  Between 1987-1998, 30 pooled and stand-alone IDB issues were transacted through 92 bond series assisting 77 companies.  Over this time period, 4,243 jobs were created, there were eight defaults, and the program experienced a 5.35% default rate.  As of 2/28/2003, 35 pooled and stand-alone issues were outstanding.  The original issue amount of these issues (1991-2003) was $145,537,500 and $85,238,808 was outstanding at 2/28/2003.  Prior issues no longer outstanding were used to finance 134 industrial projects for 115 separate borrowers. 

Eligible Projects

The Bond Guaranty of ADFA is a credit enhancement tool utilized for qualified applicants to secure issuance of Industrial Development Bonds (IDBs) by the Authority.  The ADFA Guaranty enables borrowers to access lower bond rates for long-term tax-exempt bonds (up to 15 years), in turn, providing borrowers with lower fixed interest rate costs.  ADFA uses its guaranty primarily on industrial, manufacturing, and agricultural enterprises but the ADFA Guaranty has also secured destination tourist facility bonds such as amusement parks.  501(c)(3) and governmental corporations also qualify for the program.  The Authority issues both taxable and tax-exempt bonds secured by its guarantee.  Taxable bonds are used for projects that due not qualify for tax-exempt financing.  A number of manufacturing projects have been financed with taxable bonds for such reasons as: 1) project that exceeded the $10 million Small Issue capital expenditure limitation for manufacturing bonds; 2) the use of bond proceeds for working capital or restructuring debt; and 3) the use of bond proceeds to purchase used equipment.  

Bond proceeds are used to finance fixed assets such as land, buildings, machinery and equipment and occasionally working capital and debt restructuring.  Generally, the program guarantee limits are a minimum of $100,000 and a maximum of $6,000,000.  Many projects have been financed with costs in the $500,000 to $2 million range.

The majority of the Authority’s issues are transacted as composite bond issues.  With composite bonds projects are grouped together into a single bond issuance in which up-front and annual costs are shared among multiple projects, making the financing more cost-effective regardless of the individual project size.  This has enabled the Authority to finance projects as small as a couple of hundred thousand dollars. 

The Guaranty Fee is 5% of the total principal amount of the bond issue.  With tax-exempt issues, 3% may be funded from bond proceeds with the remaining 2% due at closing  (borrowers will occasionally pay the 2% over two years).  With taxable issues, the entire 5% Guaranty Fee may be financed from bond proceeds.  In addition, the Authority charges an annual 1/8% servicing fee on the outstanding balance of bonds.  

Underwriting

Standard credit policies include requirements that each applicant comply with state and federal law; demonstrate and document that the project to be financed will have a positive impact on employment or actively assist in the economic development of the State; and demonstrate reasonable assurance that the loan will be repaid or the lease paid.  For existing businesses, loan or lease amounts may not exceed 90% of the appraised market value or cost, whichever is less, of the facilities financed.  For new businesses, 70% is the maximum loan (or lease)-to-value-or-cost ratio.  Financial projections, completed according to specified rules, must demonstrate cash flow at least equal to outstanding and projected debt.  Appraisals are required where proceeds are to be used to acquire (or where collateral includes) existing real estate or used equipment.  All collateral must be appropriately insured and pledged to the Authority on a first mortgage or first security interest basis, as applicable.  

The Authority requires personal guaranties from each owner of 10% or more of projects or requires guaranties from affiliated companies.  The term of a loan or lease may not exceed the expected useful economic life of the assets being financed.  The Authority may require key person life insurance.  Phase one environmental assessments are required where real estate is included in collateral.  The Authority requires annual audited financial statements from borrowers whose debt to the Authority exceeds $1,000,000 and financial statements reviewed by an independent certified public accountant from other borrowers.

The Authority's Development Finance Loan Policy contains procedures for initial and periodic loan review, initial and periodic credit quality ratings, and initial and annual site inspections.  Quality ratings are:  Class I (Highest Quality); Class II (Good Quality); Class III (Satisfactory Quality); Class IV (Below Average Quality); Class V (Poor Quality); and Class VI (Poorest Quality).  All loans are reviewed at least semi-annually; loans rated below Class III are reviewed monthly.  The Authority is also subject to annual examination by the Arkansas State Bank Department. 
Bonding Capacity

By law, the total principal amount of all outstanding bonds which may be guaranteed by the Authority is the lesser of (1) $150,000,000, or (2) an amount equal to ten times the amount currently on deposit in the ADFA Guaranty Reserve Account.  As of 6/30/03 there was $21,886,386 in the Guaranty Reserve Account.  Bonding capacity was, therefore, limited to $150,000,000.

Bond issues secured by the ADFA Guaranty have been rated “A”.  AMBAC Bond insurance has also been used on some issues.  Bond insurance may be used on the entire issue or only on selected serial and term bond maturities.  AMBAC bond insurance “wraps” the Authority’s guaranty and secures a “AAA’ rating on issues or specific bonds.  

The ADFA Bond Guaranty Program was created solely through state legislation.  A statewide referendum was not required, for among other reasons, there is no direct pledge of General Fund Revenues—only Investment Earnings.  

Bond Guaranty Structure

Each series of bonds is guaranteed with the ADFA Guaranty.  The Authority guarantees both principal and interest sufficient to amortize the indebtedness of the bonds.  

The obligations of the Authority as guarantor are limited to available moneys in the Bond Guaranty Reserve Account created and maintained pursuant to Act 505.  As of March 31,2003, there were funds on deposit in the ADFA Guaranty Reserve Account totaling $23,081,507.  As of June 5, 2003, the Authority had $88,978,808 million in outstanding bond guarantees (principal amount).  

Limited Obligations.  The obligations of the Authority as guarantor are limited to available moneys in the ADFA Guaranty Reserve Account created and being maintained pursuant to the authority conferred in the ADFA Guaranty Act.  The moneys in that account stand behind all guaranties of the Authority, including the ADFA Guaranties with respect to the ADFA Guaranteed Bonds.  Although the Authority has thus far been used primarily for projects to finance industrial facilities, the Authority is authorized to guarantee any of its bonds issued under the Act, including bonds for governmental capital improvements, educational facilities, health care facilities and housing developments.  A six-year history of bonds guaranteed by the Authority and balances in the ADFA Guaranty Reserve Account is as follows:

	As of 

December 31
	Cumulative Outstanding Principal Balance of ADFA Guaranteed Bonds
	Balance in ADFA Guaranty Reserve Account

	1997
	$66,023,398
	$19,682,940

	1998
	56,417,624
	20,654,633

	1999
	67,928,663
	22,407,104

	2000
	73,771,464
	23,688,597

	2001
	80,018,697
	24,474,716

	2002
	86,538,122
	22,747,040


As of March 31, 2003, the debt service on thirteen (13) issues guaranteed by the Authority in the total outstanding bond principal amount of $14,595,000 was in default under the related repayment agreements, and the Authority is pursuing workout arrangements, proceeding with foreclosure or liquidating collateral on these issues.  Annual debt service and principal called on those loans for the past year was $4,712,665 in principal and interest, of which $4,085,479 has been paid when due by the Authority.  The amount paid was funded in part from recoveries from sales of related collateral, workout agreements, etc., in the amount of $1,235,622.  In cases of default on an underlying repayment agreement, the Authority may pay debt service on the related guaranteed bonds as the same becomes due, or may cause the maturity of such bonds to be accelerated or cause such bonds to be redeemed.  There can be no assurance as to how the Authority may proceed with respect to any similar future default.

The Authority is required under its outstanding guaranties and by the ADFA Guaranty Act to keep on deposit in the ADFA Guaranty Reserve Account sufficient funds to enable it to make when due all debt service payments guaranteed by it.  If necessary to discharge its obligations under such covenant, the Authority is required to issue its own bonds (the “Authority Bonds”) from time to time under Act 505 in sufficient amounts to insure that there will be available at all times in the ADFA Guaranty Reserve Account the necessary funds.

In the event the Authority issues any of its bonds, the proceeds of which are deposited in the Guaranty Reserve Account, it is required to notify the State Board of Finance as to the amount needed each month to pay debt service on such bonds, and the State Board of Finance is required to set-aside the required amount from Treasury Earnings to pay debt service on such bonds.  

There is no assurance that Treasury Earnings will be available in the future to service ADFA or ADED (see below) bonds issued to replenish, if necessary, their respective Guaranty Reserve Accounts. 

Recent Treasury Earnings

	7/1/99-6/30/00
	$93,091,563



	7/1/00-6/30/01
	$100,016,985



	7/1/01-6/30/02
	$50,590,702 (preliminary)



	7/1/02-3/31/03 (nine months)
	$25,852,254 (preliminary)


Other Claims on Treasury Earnings and Amounts Unavailable

The Arkansas Department of Economic Development (ADED) also operates a bond guaranty program very similar to ADFA’s.   Both bond guaranty programs have an equal claim on available Treasury Earnings to service any bonds issued to replenish their respective Guaranty Reserve Accounts. 

ARKANSAS DEPARTMENT OF ECONOMIC DEVELOPMENT (ADED) Guaranteed Bonds 

ADED guarantees are structured just like the ADFA guarantees.  Both programs have an equal claim on Treasury Earnings to service any bonds they may issue to restore their respective Guaranty Reserve Accounts to required levels.

The obligations of the Department as guarantor are limited to available moneys in the ADED Guaranty Reserve Account created and being maintained pursuant to the authority conferred in the ADED Guaranty Act.  The moneys in that account stand behind all guaranties of the Department, including the ADED Guaranty with respect to the ADED Guaranteed Bonds.  Although the Department has thus far limited the use of its guaranty to projects to finance industrial facilities, the Department is authorized to guarantee any Act 9 bonds (local industrial development bonds) and any bonds issued under the Act, including bonds for governmental capital improvements, educational facilities, health care facilities and housing developments.  A six-year history of bonds guaranteed by the Department and balances in the ADED Guaranty Reserve Account is as follows:

	As of December 31
	Cumulative Outstanding Principal Balance of ADED Guaranteed Bonds
	Balance in ADED Guaranty Reserve Account

	1997
	40,002,000
	9,556,000

	1998
	40,148,000
	11,140,000

	1999
	37,687,000
	11,551,000

	2000
	37,736,000
	13,102,449

	2001
	38,818,000
	14,476,780

	2002
	42,241,174
	15,210,861




As of March 31, 2003, there were outstanding guaranties on 33 bond issues aggregating approximately $41,759,901 in outstanding principal amount.  As of March 31, 2002, 3 loan or lease agreements underlying these issues were in default.  The aggregate principal amount outstanding under such agreements on such date was $1,075,000.  During the period from October 1, 2002 through March 31, 2003, the ADED disbursed $83,900 from the ADED Guaranty Reserve Account to pay debt service on ADED-guaranteed bonds relating to 3 of said defaulted agreements.  In cases of default on an underlying loan or lease agreement, it historically has been the ADED's general practice to pay debt service on the related guaranteed bonds as the same becomes due. The ADED has on occasion caused the maturity of such bonds to be accelerated and may do so again in the future with respect to any bonds it has guaranteed.  There can be no assurance as to how the Department may proceed with respect to any similar future default, although the Department has not, during the past six years, caused the maturity of any bond to be accelerated.

The Department is required under its outstanding guaranties and by the ADED Guaranty Act to keep on deposit in the ADED Guaranty Reserve Account sufficient funds to enable it to make when due all debt service payments guaranteed by it.  If necessary to discharge its obligations under such covenant, the Department is required to issue its own bonds (the “ADED Bonds”) from time to time under Act 397, also known as the Industrial Development Guaranty Bond Act, in sufficient amounts to insure that there will be available at all times in the ADED Guaranty Reserve Account the necessary funds.  Any ADED Bonds issued to fund such guaranty obligations are payable from Treasury Earnings just like ADFA Guaranty Bonds.  

In the event the Department issues any ADED Bonds, it is required by law to notify the State Board of Finance as to the amount that will be needed each month to provide for the payment of the principal of and interest on such ADED Bonds, and the State Board of Finance is required to set aside the required amount from Treasury Earnings and to pay that amount to the Department for deposit in a special account of the Department in a bank or trust company, to be used solely for paying debt service on the ADED Bonds.  Such amounts so set aside are expressly declared to be cash funds and are not to be deposited in the State Treasury; therefore, no appropriation is required for their payment.  In April 1990, the Department issued $5,300,000 of ADED Bonds with a term of ten years for the purpose of replenishing the ADED Guaranty Reserve Account.  Such ADED Bonds have now been fully paid.

Aggregate Guaranty Limit.  Under the ADED Guaranty Acts, the total principal amount of all outstanding bonds, which may be guaranteed by the ADED, is $100,000,000.

Other Claims on Treasury Earnings

Certain portions of the Treasury Earnings set forth above are related to specific trust funds of the State of Arkansas and are unavailable to be pledged to secure any ADFA Bonds or ADED Bonds.  For the fiscal years 2000, 2001 and 2002, such trust fund earnings amounts were $22,308,265, $26,613,780, and $15,686,163, respectively.  For the period July 1, 2002 through March 31, 2003 such trust fund earnings amount was $8,128,517.  See the caption “Other Pledges; Priority” below for a discussion of other amounts of Treasury Earnings which may be unavailable to be pledged to secure any ADFA Bonds or ADED Bonds.

Other Pledges; Priority.  In addition to their pledge to secure any Authority Bonds and any ADED Bonds, Treasury Earnings are pledged to secure bonds issued by the Arkansas Museum and Cultural Commission (the “AMCC”) under the provisions of Act No. 515 of 1971, as amended.  The AMCC pledge is limited to an obligation to pay no more than $500,000 per year for this purpose.  In fiscal year 1992, the AMCC drew $444,857 in Treasury Earnings.  Since 1992, several additional draws have been made.  The average annual debt service on bonds issued by the AMCC is approximately $274,000 and runs through 2003.

There is no legislation specifically covering the priority of pledges of Treasury Earnings in favor of bonds issued by the Authority, the Department and the AMCC, and the matter has not been litigated.  The priority of pledges could be ranked and determined on the basis of outstanding principal amount and chronological order of issuance of such bonds or on some other basis, or such pledges could be deemed to be on a parity of priority.  

Special Revenue Uses of Treasury Earnings.  Act No. 438 of 1979, as amended, and Act No. 327 of 1983, as amended, classified interest income earned on the gasoline tax of the Arkansas Highway and Transportation Department and on the license fees of the Arkansas Game and Fish Commission as special revenues.  These special revenues are direct deductions from the Treasury Earnings and are, therefore, not available for pledge to secure any Authority Bonds or ADED Bonds.  

The interest income associated with these special revenues for the last ten fiscal years is as follows:

	1993
	$3,176,292
	
	1998
	$5,566,830

	1994
	  3,640,697
	
	1999
	  4,365,132

	1995
	  7,510,820
	
	2000
	  6,453,323

	1996
	  9,960,233
	
	2001
	  7,873,176

	1997
	  7,742,903
	
	2002
	  3,728,293


An additional special revenue use of Treasury Earnings was established by Act No. 31 of 1988 (3rd Extraordinary Session), as amended, which classified the first $2,000,000 in Treasury Earnings in each fiscal year as cash funds dedicated to be used by the ADFA to finance regional correctional facilities.  The $2,000,000 in Treasury Earnings is being collected in fiscal years 1989 through 2007 and is being deposited into the Correctional Facilities Construction Fund (the “Correctional Facility Fund”).

Act No. 202 of 1989, as amended, established the Arkansas Child Care Facilities Loan Guarantee Trust Fund (the “Child Care Fund”), which is being funded from the first available Treasury Earnings in each fiscal year after the payment to the Correctional Facility Fund.  The yearly payment to the Child Care Fund is $100,000 until the Fund reaches a balance of $350,000.  In the event that the Child Care Fund balance subsequently falls below $100,000, the annual deposits of Treasury Earnings will be resumed until the Child Care Fund reaches $350,000.

There is no assurance that the Arkansas General Assembly will not in the future approve additional special uses for Treasury Earnings which may further reduce the amount of Treasury Earnings available to amortize any Authority Bonds or ADED Bonds and thus affect the ability of the Authority and the Department to issue Authority Bonds or ADED Bonds to meet their obligations under the ADFA Guaranties and the ADED 

Summary.  ADFA and ADED bonds are secured first by sizeable bond guaranty reserve accounts.   As of June 2003, there was $23,081,507 in the ADFA Guaranty Reserve Account securing $88,978,808 of outstanding bonds.  This means there was $1 in the Guaranty Reserve Account for $3.85 dollars of outstanding bonds.  As of December 31,2002, there was $15,210,861 in the ADED Guaranty Reserve Account securing $42,241,174 of outstanding bonds or $1 in the Guaranty Reserve for $2.77 dollars of bonds outstanding.   In addition, if necessary to make debt service payments or call bonds to honor their respective guarantees, both ADFA and ADED are authorized to issue bonds to replenish their Guaranty Reserve Accounts.  Debt service on these bonds is payable from Treasury Earnings.  Although earnings on Treasury funds have declined in recent years as a result of historically low interest rates and about $20 million of Treasury Earnings are not available to service ADFA and ADED bonds, there remains a substantial amount of Treasury Earnings available to service any ADFA and ADED bonds issued to replenish their respective bond Guaranty Reserves.  

Florida Development Finance Corporation

Bond Guaranty Program

Background:  Florida Development Finance Corporation (FDFC)

The Florida Development Finance Corporation was created as a public instrumentality of local government in the State of Florida pursuant to the Florida Development Finance Corporation Act of 1993 (the "Act").  Within the corporate limits of any public agency with which it has entered into an interlocal agreement, the FDFC is authorized, among other powers, to issue revenue bonds.   As more fully explained below, the Act authorizes the FDFC to enter into an Investment Agreement (the "Agreement") with the Florida Department of Transportation and State Board of Administration to guaranty revenue bonds (i.e. "The State Transportation Trust Fund (STTF)" Guaranty), subject to certain limitations prescribed in the Act and Agreement.  The FDFC executed this Agreement with these parties.  In a test case brought before the Florida Supreme Court, the FDFC/STTF guaranty was found to be constitutional.  

The FDFC was created to issue pooled, fixed-rate, bond issues for smaller qualified small issue projects for manufacturers, particularly issues in the $500,000-$2 million range (i.e. "Program Bonds").  

The powers of the FDFC are vested in the Board of Directors, consisting of five voting members appointed by the Governor with consent of the State Senate.  The Secretary of the Florida Department of Commerce and the Chairperson of the Florida Black Business Investment Board serve as non-voting, ex officio members of the Board.  At least three of the voting members of the Board must be bankers selected by the Governor from a list nominated by the Enterprise Florida Capital Partnership.  At the time the FDFC sold its first and only guaranteed pooled issue, May, 1997, banker members included the Senior Executive V.P. of SunBank, the Director of Small Business Banking for Barnett Banks, the Chairman of First Union National Bank of Florida, and the Executive Vice President of NationsBank.  At that time, these members represented among the largest commercial banks in Florida (hereafter referred to as "member banks").

The FDFC is housed at Enterprise Florida, Inc.  Enterprise Florida Inc. was created at about the same time as the FDFC and is the state’s nonprofit, economic development organization.          

FDFC/STTF Guaranty

The Act and Investment Agreement require the following for guarantees to be valid and remain in effect:

General Statutory Provisions

A.  Loans to any single borrower or related person may not exceed 15% of bonds outstanding--outstanding bonds plus bonds about to be issued.  This limitation assures significant loan size diversification.  For example, if $10 million of bonds have been issued, the largest loan to a single borrower that would be assumed in assembling a pool would be $1.5 million ($10 million x 15%).   

B.  Bonds must be secured by a minimum six-month bond funded debt service reserve.

C.  Loans must be secured by a first mortgage on property financed with bond proceeds.

D.  Maximum 15 year bond maturity.

May 23,1997, $3,270,000 Pooled Issue and Structure of FDFC/STTF Guaranty 

On May 23, 1997, the FDFC issued its first and only pooled, guaranteed bond issue for three projects totaling $3,270,000.  Projects ranged in size from $690,000-$1,155,000.   

Bonds were issued as special obligations of the FDFC secured by: (1) mortgage and security interests on each project financed with bond proceeds; (2) pledge of payments received under loan agreements with each borrower; (3) the FDFC/STTF guaranty (to the extent described below), and AMBAC insurance, which wrapped the FDFC guaranty.  Without bond insurance, this issue would otherwise have been rated “BBB+.”   With AMBAC insurance, it was rated “AAA.”  Borrowers were charged an annual 1% bond guaranty premium by the FDFC in addition to the up-front cost of the AMBAC insurance. 

A.  Bond Guaranty Fund.  The FDFC was required to fund a Bond Guaranty Reserve Account ("Guaranty Fund") equal to an amount of not less than one year's maximum debt service on outstanding bonds, less any draws to make scheduled amortization payments on defaulted loans.  At the time bonds were issued, the Guaranty Reserve Account totaled $1,208,000.   The Guaranty Reserve Account was capitalized by grants from board member banks.  Earnings on the Guaranty Fund remain in the Fund.     

B.  Supplemental Bond Guaranty Fund.  The obligations of the FDFC as guarantor are limited first to monies in the Guaranty Fund and secondly, to moneys in a Supplemental Bond Guaranty Reserve Account ("Supplemental Fund").   That is, in the event of borrower defaults, the Guaranty Fund is drawn upon first to make scheduled bond amortization payments.  If funds in the Guaranty Fund are inadequate to make scheduled debt service payments on bonds, the FDFC is required to notify the Secretary of Transportation (no later than 90 days prior to the date scheduled bond amortization payments are due) of the amount of money needed to make scheduled bond payments. 

Request for Funds Procedure.  The Secretary of Transportation is then required to immediately notify the legislative leadership and House and Senate Chairs of Appropriations of the amount required by the FDFC and the impact on Transportation's five year adopted work program.  Within 30 days from the time the FDFC notifies the Transportation Department of the amount of money required, the Department is required to submit a budget amendment to the Governor's Office to amend the Department's budget to the extent necessary to fund FDFC's request for funds.  Upon approval of the budget amendment by the Governor's Office and within 60 days from the time the FDFC first notifies Transportation of the need for funds, Transportation is then required to transfer the requested funds to a Supplemental Bond Guaranty Reserve Account, which funds are then immediately transferred to the Guaranty Fund to make scheduled debt service payments.  

Source of funds backing the STTF guarantee.  The amount of funds that may be transferred is equal to the lesser of: (1) $4,000,000 of Trust Fund earnings on the minimum balance in any fiscal year (maximum possible annual draw to meet debt service payments due, even if earnings exceed $4 million); or (2) the available fiscal year earnings on the minimum balance required to be maintained in the State Transportation Trust Fund (which was less than $4 million a year--see historical earnings below).

The minimum balance required to be maintained in the State Transportation Trust Fund is $50 million.  Earnings allocated to the minimal balance, however, are adjusted through a revenue-smoothing procedure.  This procedure makes adjustments (deductions from total funds on deposit in the STTF for purposes of earnings) as a result of cash flow borrowings from the Treasury made necessary by the uneven flow of various tax revenues into the STTF.  

Composition of STTF Revenues.  Revenues flow to The State Transportation Trust Fund from two major sources.  First, approximately two-thirds of revenues come from various state taxes and fees: major revenues from this source include (percentages shown represent each respective source's share of revenues from the taxes and fees category) --highway fuels sales tax (37%); motor vehicle license fees (22%); another gas tax (21%); rental car surcharge tax (6%); and vehicle title and initial registration fees at about 5% each.  Secondly, about one-third of STTF revenues are derived from Federal highway reimbursements. 

Historical earnings on minimum balance required to be maintained in the STTF.  From 1990-1995, minimum earnings on the STTF balance were:

	Fiscal Year
	Amount $'s



	FY90/91
	$3,794,588

	FY91/92
	$3,320,762

	FY92/93
	$3,006,642

	FY93/94
	$2,281,179

	FY94/95
	$2,672,218


Quarterly historical earnings, for the most part, are equally distributed by quarter--historical quarterly earnings information is available.  The Florida Department of Transportation projected that earnings on the minimum STTF balance would fluctuate from an annual fiscal year high of $3,005,207 in FY95/96 to a low of $1,769,267 in FY98/99 over the period FY95/96 to FY2000/2001, averaging $2,561,616.  These projections are based on sophisticated forecasting models that are updated monthly to account for such factors as general economic conditions, interest rate levels, and working capital needed to fund construction projects in progress.   The Transportation Department reports that the FY98/99 amount ($1,769,267) represents a reasonable "worst case" scenario, since earnings are calculated on base monthly STTF balances that get close to the minimum required to make payments on construction projects in progress.  

The FDFC's authority to issue new guarantees terminated on June 30,1998.  Moreover, prior to that date, any draws on STTF earnings must be repaid before the FDFC can authorize new guarantees.  Initially, it was the FDFC's objective to demonstrate the need for this program, and then seek legislative authority to establish a new source of credit enhancement and/or extend and expand the current STTF structure, possibly by pledging earnings on the entire STTF not just the minimum balance. 

After the first issue was transacted, management decided it was not politically feasible to obtain additional or new sources of credit enhancement.  Moreover, Standard and Poors indicated maximum bonding capacity for the guaranty program would be limited to less than $16 million based on the current structure for an investment grade rating (BBB+).   As a result, in 1998, the FDFC established a back-to-back, letter of credit, pooled bond program for Small Issue and 501(c)(3) projects.   This structure does not require state-supported bond guarantees.  From 1998-2002, the FDFC sold over $50 million of bonds using this structure for more than 40 companies.  

Underwriting Criteria used on $3.2 million Guaranteed Issue

Loan Underwriting

Underwriting screens were conservative in contrast to similar programs in other states.  This is because a group of private investors (FDFC Board member banks) funded the Bond Guaranty Reserve Fund, which is at risk first on any borrower defaults.  Basic underwriting criteria included:

A.  Recast debt service coverage of not less than 1.15-1.25x and projected debt service coverage of 1.25-1.35x.  "Recasting " shows what the debt service coverage would have been in the most recent historical fiscal year had the proposed project and related debt service been in place.

B.  Eighty percent loan to value.  Value placed at lower of cost or appraised value.

C.  Profitability for the most recent three years of operation (new ventures are not ineligible but must clearly demonstrate ability to be profitable).

D.  Recent financial performance consistent with the applicable median quartile of firms in comparable businesses as reported in Robert Morris Associates Annual Statement Studies.

E.  Personal guaranty of principal owners.  

F.  Positive trends in:

     1.  Inventory turns;

     2.  Sales;

     3.  Sales/Assets;

     4.  Receivable turns.

G.  Ratio of total liabilities less subordinated shareholder loans to net worth plus subordinated shareholder loans less than or equal to 3.75 at last fiscal year and less than or equal to 4.0 projected for each of next two years.

H.  Security:  first mortgage on all property financed with bond proceeds, plus such additional collateral, as the FDFC deems appropriate to secure its loans. 

In its discretion, the Corporation may reduce but not waive certain underwriting criteria, consistent with prudent underwriting practices, if the Corporation determines that the borrower has demonstrated a strong likelihood of being able to repay the loan, or in the event that the borrower causes to be provided to the Corporation an irrevocable letter of credit or other similar instrument or undertaking which the Corporation deems sufficient to provide adequate third party security for repayment of the loan and which is in form and content satisfactory to the Corporation.

Summary and Analysis of Bond Guaranty Structure

The process for requesting funds from the State Transportation Trust Fund suggests a certain degree of "moral obligation" in terms of the STTF guaranty, since draws must, in effect, be approved by the Governor's Office.  The public/private risk-sharing nature of the guaranty structure reinforces prudent underwriting and portfolio management practices along with the fact that any draws on STTF earnings shuts down the program until draws are repaid by the FDFC.

New Hampshire Business Finance Authority

Pilot Bond Guaranty Program

From 1999 to June 30, 2003, the New Hampshire Business Finance Authority (NHBFA) operated a pilot Bond Guaranty Program.  Legislation authorized a $15 million Bond Guaranty Program.  The full faith and credit of the state was pledged to secure guarantees.  Eligible qualified small issue bonds for manufacturers were limited to projects in economically distressed communities of the state.

The Bond Guaranty Program was used to cover “ residual risk” for four leased small issues in economically distressed communities.  Total guaranty exposure at origination was $5.35 million.  The program provided a 40% guaranty to cover “residual risk.”  “Residual risk” was the risk that project collateral securing bond issues would be insufficient if obligors defaulted on their bonds and/or the problem that project appraisals were less than the cost of construction in economically distressed areas.  Direct purchase buyers of bonds underwrite projects at the lower of cost or appraised value.  The guaranty covered the gap between cost and appraised value.  All bonds were privately placed, without ratings, some with supporting letters of credit, and others without such support.  The Authority charged a 1% annual guaranty premium on outstanding bonds.  To date, there have been no defaults or losses.  

This program was authorized by the legislature with a June 30, 2003 sunset.  The Authority believes this was a successful program.  They are currently drafting a report on the pilot program with the intention of seeking legislative approval for an extension of the program in January 2004. 

State of Oregon

General Obligation Bonds

Small Scale Energy Loan Program

The General Obligation Guaranty

The Energy Loan Division within the Oregon Office of Energy administers the Small Scale Energy Loan Program (“SELP”).  The Office of Energy Small Scale Energy Loan Program was created through the adoption of Oregon Constitution Article XI-J by statewide vote in May 1980.  This article authorizes the sale of State general obligation bonds to finance secured loans for the development of small-scale local energy projects within Oregon.  The Office may have State general obligation bonds outstanding equal to 

one-half of one percent of the true cash value of all the property of the State taxed on an ad valorem basis.  As of May 2002, the unused portion of this bonding limit was approximately $1.1 billion.  The State Legislature appears to authorize a given amount of bonds for each biennium within this overall bonding limitation.  For example, The State Legislature authorized $100 million of State general obligation bonds for the 2001-2003 biennium.

These State general obligation bonds have been rated AA, Aa2, and AA by Fitch, Moody’s, and Standard and Poor’s, respectively. 

The Loan Program

The Office of Energy Small Scale Energy Loan Program finances energy conservation and renewable resource energy projects.  The projects must meet local community or regional energy needs in Oregon.  Renewable resources include water, wind, geothermal heat, solar radiation, biomass, and waste heat.  The energy that can be produced from these resources can include heat, electricity, and substitute fuels.  The energy to be conserved can be any conventional fuel or conventional energy source.  Program loans can go to individual residents, Oregon businesses, nonprofit organizations, municipal corporations, state agencies and federal agencies.

Loan Program Activity

As of February 28, 2002, the Office had closed 548 loans for a total of $307 million.  Of those, 218 were outstanding for a total of $136 million.  The following is a breakdown of outstanding loans by borrower type:

	Borrower Type
	Loans
	Amount



	Commercial


	44
	$41 million

	Cities, counties, schools,

And special districts


	122
	$57 million

	State Agencies
	49
	$23 million



	Not-for-profits
	3
	$15 million



	Total
	218
	$136 million


A loan may range from several thousand dollars to several million dollars. For the period of 1998 through 2002 SELP funded 90 projects for $52,275,398.00

Delinquencies and Loss Rate

As of February 28, 2002, three portfolio loans with principal balances of $735,000 were more than 90 days past due.  Management expected that these delinquent borrowers would pay the amount due ($47,000).   In addition, there was a $15.5 million to the Oregon Museum of Science and Industry (OMSI), which was subject to a forbearance agreement.  This loan was used to build a new museum facility.  OMSI was in compliance with the forbearance agreement, which required payments of $200,000 and $250,000 in 2002 and 2003, respectively.

The loan loss rate over the life of the loan program is 0.4% (losses/total loan dollars).

Loan Underwriting and Project Evaluation

The staff investigates and evaluates each loan request.  The process takes about one month for larger projects.   The applicant’s legal authority is verified.  Its history of financial activities is checked.  Collateral value is determined.  The quality of the applicant’s research and conclusions and the experience of the proposed operators are reviewed.  

Although larger projects (more than $100,000) are designed by registered engineers, each request receives a detailed technical review by staff.  After review by program staff, the Energy Loan Division Administrator can approve loans smaller than $100,000.  Larger projects are presented to an advisory committee.  The committee reviews loan requests at public hearings and then votes to recommend to the Administrator whether to approve or deny each loan request. 

Sinking Fund Accounts and Cash Flow Sufficiency

There are standard sinking fund accounts to pay debt service.  Included within sinking fund accounts is an Extraordinary Expense Account.  This account holds monies in reserve to cover the costs of foreclosure proceedings, or other actions to protect the State’s security interest and other extraordinary program expenses.  At May 15, 2002, the balance in this fund was $4.3 million.  The Energy Office in an amount the Administrator deems appropriate funds it.

CashFlow Sufficiency Model 

The Energy Office maintains a cash flow model to project the sufficiency of the Sinking Fund to meet future debt service requirements.  The model includes projections of inflows and outflows of the Sinking Fund, including estimated delinquencies, forbearance and investment earnings.  Since bonds are general obligations of the State of Oregon, the State will be obligated to pay debt service on bonds if program cash flows are insufficient.

Minneapolis Department of Community Planning and Economic Development

Common Bond Fund

Issuer

The Minneapolis Department of Community Planning and Economic Development (MDCPED), recently changed from the Minneapolis Community Development Agency  (MCDA), is now a Department of City government.  The MCDA was a governmental subdivision of the state governed by members of the city council.  The MDCPED is the issuer of credit enhanced Common Bond Funds bonds.

The Common Bond Funds

As of September 1, 2002, there were thirty (30) Common Fund A bond issues outstanding, totaling $48,295,000.  The original principal amount was $64,295,000.  As of this same date, there were three (3) Common Fund B issues outstanding, totaling $26, 440,000.  The issuer has the Common Bond Fund A for private entities and the Common Fund B for governmental and 501(c)(3) entities.

Both taxable and tax-exempt bonds may be issued under either Bond Fund.  Of the outstanding $75,355,000 principal amount of Common Fund Bonds, $6,475,000 relate to facilities involving office and commercial real estate loans to developers and others, $5,790,000 relates to a parking facility, $2,615,000 involves a nursing home, $2,380,000 involves primarily rental housing, $28,225,000 involves theaters and related real estate owned by the Department and the remaining $29,870,000 relate to facilities of a manufacturing or wholesale nature. 

Common Bond Fund Security

The information presented in this section is as of September 1,2002.  Both the Common Bond Funds A and B are secured by the Agency Subaccount of the IDB account, valued at approximately $20,165,000, and a $10 million Letter of Credit, provided by U.S. Bank National Association.  As of September 1, 2002, the Letter of Credit was scheduled to expire on July 19, 2008, but, at two-year intervals, the bank has the option of extending the expiration date of the letter of Credit for two more years.  The Trustee is required to draw the entire amount available to be drawn under the Letter of Credit and deposit the proceeds of such draw in the Agency Subaccount if the Letter of Credit has not been renewed or extended or substituted prior to the expiration of the Letter of Credit. 

In addition, the Common Fund A Bonds have recourse to the A Subaccount of the IDB account, valued at approximately $8,167,000, and the Common B Bonds have recourse to the B Subaccount of the IDB account, currently valued at approximately $942,000—these amounts are in addition to the $20.1 million Agency Subaccount of the IDB account.  These Subaccounts are drawn on first, if required, to make debt service payments and secondly, from the $20.1 million Agency Subaccount of the IDB account.   As indicated above, reserves equal approximately 39% of debt outstanding, excluding the Letter of Credit.  The Letter of Credit is only drawn upon if the Subaccounts and IDB account have been depleted, provided not less than $5 million is maintained in the IDB/Agency Subaccount. 

There is also one additional layer of security, the Tax Reserve Fund.  In the event the Agency Subaccount and A Subaccount or B Subaccount are depleted, the City of Minneapolis has pledged to levy and collect taxes up to one-half of one percent of the tax capacity of the city on all taxable property in the City and deposit these revenues in the Tax Reserve Fund.  The Tax Reserve Fund is pledged to the Common Bond Funds issued after 1986.  The current tax capacity of the City is about $238 million, so the one-half percent annually represents approximately $1.2 million of annual taxing authority.   To date, this tax has not been drawn upon. 

The remedies available to the holders of Common Fund Bonds do not include a right of acceleration in the event of a default or the right to draw on the IDB account or Letter of Credit.  Accordingly, in the event of revenue shortfalls, the IDB account and other reserves may be exhausted prior to the due date of principal on certain of the later maturing Common Fund Bonds.  

Ratio Requirement and Additional Common Fund Bonds 

The Department cannot issue additional Common Fund Bonds unless, upon issuance of such bonds, the sum of the reserves and Letter of Credit equal 25% of outstanding and additional bonds. 

Rating

Taxable, Common Bond Fund A bonds issued for $2.75 million in September, 2002, with this security structure were rated A- by Standard and Poor’s. 

Credit Enhancement Fee

The Department collects an annual 3/8ths of 1% fee (spread) from borrowers on the originally principal amount of bonds issued. 

Underwriting loans or leases

While the Department investigates the creditworthiness of borrowers, the Department has not adopted formal standards for evaluating creditworthiness.  In addition, while the Department intends to maintain a diversity of facilities financed with Common Fund Bonds, it has not established formal standards or guidelines with respect to portfolio diversification. 

Finance Authority of Maine

The Maine Legislature established the Finance Authority of Maine (FAME) in 1983.  Operating as an independent State agency, FAME works closely with the financial, economic development and business communities in Maine to provide financing solutions for Maine companies of all sizes and all stages of development, from entrepreneurial start-ups to established firms.  Fame operates over 25 business finance programs from tax credits for angel investors to many niche direct loan programs to commercial loan insurance and bond programs. 

Credit Enhanced Bond Programs 

Although volume has been small the last five years, FAME operates four taxable and tax-exempt bond programs.  These programs include the Secondary Market Tax-exempt Bond Program (SMART-E), Secondary Market Taxable Bond Program (SMART), the Electric Rate Stabilization Bonds Program (ERSB), and the Major Business Expansion Program (MBE). 

Bonding Capacity and Security for Bonds

All FAME bond and commercial insurance programs are limited by statutorily authorized limits on Full Faith and Credit and Moral Obligation authority.   FAME has $90 million of Faith and Credit Authority and $150 million of Moral Obligation Authority.  These credit enhancement/guarantee resources totaling $240 million are used for the SMART and SMART-E bond programs as well as the Authority’s Commercial and Small Business loan guaranty programs with bankers.  As of 2003, there was $3.1 million of guaranty authority outstanding on SMART bonds and none on SMART-E bonds.  The vast majority of these credit enhancement/loan guaranty resources have been used for loan guarantees on commercial loans.  Staff estimated that in 2003, approximately $54 million of commercial loan guarantees were outstanding on loans with outstanding balances of approximately $80 million. 

Although FAME’s fund balance or undesignated reserve is not legally pledged to secure bond issues, it has always been FAME’s intention to draw on these reserves prior to requesting funds from the legislature to honor Faith and Credit and Moral Obligation pledges on bonds or commercial loans.  FAME’s fund balance/reserve is currently about $24 million. 

In 1994, the Authority was allocated a separate $330 million of Moral Obligation authority for the ERSB.  In 2003, $115.6 million was outstanding on these bonds.  In addition, FAME was allocated a separate $120 million allocation of Moral Obligation bonding authority for the Major Business Expansion Program in 1995.  

Description of Bond Programs

SMART Bond Program

This program provides taxable long-term bond financing on loans of up to $7 million for real estate, machinery, and equipment acquisitions.  Bonds are placed with the State’s pension system at market interest rates.  FAME charges a 1% commitment fee, an annual credit enhancement fee of up to 2% based on risk, and $5,000 legal fee.  

SMART-E Bond Program

This program, like the SMART bond program, was established in 1986.  In the past it has been used to provide tax-exempt bond financing for both composite and stand-alone issues.  Tax Code restrictions now limit project eligibility to manufacturing facilities—Qualified Small Issue bonds.  The program can provide up to 90% financing generally in the range of $2,000,000-$7,000,000.  FAME charges a 1% commitment fee and annual credit enhancement fee not to exceed 2% based on the risk of a project.

Major Business Expansion Program (MBE)

This Moral Obligation secured bond program was established in 1995.  This program provides long-term credit enhanced financing up to $25,000,000 at taxable bond rates for businesses creating or retaining 50 jobs and long-term, tax-exempt bond financing of up to $10 million for Qualified Small Issue bonds for manufacturers.  This program is intended for very established companies.  FAME charges a .5% commitment fee on the first $10 million of bonds and $50,000 plus .15% of the amount between $10-$25 million.  Annual credit enhancement fees range from .25% to 1% based on risk as determined by FAME.

Electric Rate Stabilization Program (ERSB)

This program was created in 1994.  FAME issued nearly $330 million of taxable bonds for the state’s electric utility companies.   The purpose of the program was to provide financing to electric utilities to enable them to buyout high electric rate contracts with electricity suppliers, particularly alternative energy projects constructed in the 1970’s and 1980s.  

Demand for FAME’s business bond programs have declined with the lagging national economy over the past five years.  In addition, conventional financing has become more competitive.  FAME is currently studying ways to increase volume in its business bond programs. 
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