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PURPOSE

This bulletin addresses acceptable practices under the Farm Credit Act of 1971, as amended (Act) and FCA Regulations for determining the impact on the effective interest rate (EIR) disclosure of a loan that may or may not require the purchase of borrower stock or participation certificates under an institution’s capitalization bylaws.  Recent examinations have found that practices vary among System lenders when providing EIR disclosures in compliance with FCA Regulations 12 CFR 614.4366 and 614.4367.  This bulletin will serve to promote consistent application of statutory and regulatory requirements regarding EIR disclosures.  

SUMMARY

Stock or participation certificates, required to be purchased in connection with a specific loan, should be included in the EIR disclosure for that loan.  If a borrower already owns sufficient stock or participation certificates to meet the institution’s capitalization requirement, and no new stock or participation certificates are required to be purchased with subsequent loans, the EIR disclosures for subsequent loans should not include the costs of stock or participation certificates previously purchased in connection with prior loans.  In situations where some amount of additional stock (in addition to that already held by the borrower) is required to be purchased in connection with a loan, only the amount of the additional stock should be included in the calculation of the EIR.

BACKGROUND  

Prior to the 1987 amendments to the Act, borrower-purchased stock requirements were as much as 10 percent of the outstanding loan balance in most associations.  As such, the stock required to capitalize each loan had a material impact on EIR disclosure and represented a material cost to the borrower.  However, the 1987 amendments to the Act permitted a change in the way System institutions could be capitalized by borrower-purchased stock and participation certificates, subject to shareholder approval of new bylaws.  

The 1987 amendments provided that the borrower must acquire voting stock or participation certificates in an amount not less than $1,000 or 2 percent of the amount of the loan, whichever is less.  The Act permitted an institution’s capitalization to shift from principally stock purchased by borrowers to earned capital.  Over the past decade, the vast majority of associations changed to this approach and, over time, it significantly reduced the borrowers’ investment in purchased stock to the extent that it now more reflects the borrower’s minimum investment for membership in a System institution rather than stock required to capitalize the borrower’s total indebtedness.  This change has had a material impact on EIR calculations, and therefore, to ensure consistent treatment and accurate disclosure going forward, we have considered the impact of this change on EIR disclosure requirements.  

In accordance with the Act and FCA Regulations, System institutions are required to provide borrowers with “meaningful” EIR disclosures for each “loan.”  Under the capitalization bylaws permitted by the Act, once the borrower purchases $1,000 of stock to become a member of and to help capitalize the institution, the borrower is not required to purchase any additional stock on subsequent loans.  System institutions are required to provide borrowers with interest rate disclosure statements that identify the effective interest rate on each loan, taking into consideration stock the borrower is required to purchase in connection with the loan in question.  Subsequently, if the borrower obtains other loans, additional stock may not be required if there is already sufficient stock owned by the borrower to meet the institution’s cooperative membership requirement (in accordance with its capitalization bylaws).  
The question is – “after a borrower has purchased and currently owns the amount of stock required by the institution’s capitalization bylaws, does the Act require the System institution to continue to include the amount the borrower paid for the original stock purchased on a previous loan in the effective interest rate calculation for subsequent loans to the same borrower?”   It has been determined that the Act does not require this result because to include previously paid amounts in EIR calculations for subsequent loans does not accurately inform borrowers of the true cost of obtaining new or continuing credit from a System institution.  Therefore, inclusion of previously incurred costs does not constitute “meaningful” disclosure to borrowers under Section 4.13 of the Act.

EXAMINATION GUIDANCE

For purposes of assessing compliance with EIR disclosure requirements for loan renewals and multiple loans, the following examination guidance is provided.  Stock or participation certificates purchased in conjunction with a loan shall be taken into consideration in disclosing the effective interest rate on the loan in which stock was required to be purchased.  For subsequent loans to the same borrower, the impact of stock owned by the borrower on the effective interest rate shall be considered only to the extent that additional amounts of stock are required to be purchased by the borrower to meet the institution’s minimum stock ownership or capitalization requirements.  

For example, assume that a borrower obtains a $100,000 operating loan from a System institution with a 1-year term at an interest rate of 7.25 percent and 200 shares of stock are purchased for $1,000.  The effective interest rate is 7.32 percent.  Subsequently, the borrower obtains a $50,000 equipment loan with a 1-year term at an interest rate of 7.25 percent.  No additional stock is required to be purchased in connection with this loan since the borrower already owns sufficient stock to meet the institution’s minimum stock ownership or capitalization requirements.  The impact of the original purchase of the $1,000 of stock on the effective interest rate was disclosed when the operating loan was made and should not be included in the subsequent loan’s EIR disclosure.  In this example, the System institution should disclose an effective interest rate of 7.25 percent (same as the stated rate) on the equipment loan since no additional stock was purchased.

In an extension of the above example, assume that the borrower repaid the loans and subsequently had 195 shares of stock valued at $975 retired, leaving 5 shares valued at $25 in order to maintain membership in the institution.  If the borrower obtains another loan, he/she is required to purchase additional stock (to be added to the 5 shares currently owned and valued at $25) to meet the minimum capitalization requirement to support the new loan.  If the amount of the new loan is $200,000, the borrower would be required to purchase 195 shares of additional stock for $975 to bring stock ownership up to the required $1,000.  In this example, the institution would include in the EIR disclosure the impact that the $975 stock purchase would have on the cost of the new loan.  The effective interest rate is 7.29 percent.
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